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Radio = Quality 


C. H. SanDAGE 
Professor of Advertising, University of Illinois 


DVERTISING existed long before 
At machine age, but our un- 
derstanding of its operations 
has lagged behind our understand- 
ing of the machine. We know that 
advertising is a powerful economic 
and social force, but we do not 
know as well as we should how and 
where to apply it to reduce total 
business costs, increase business effi- 
ciency, or bring maximum satisfac- 
tion to consumers. 

Only recently have significant 
steps been taken to apply to adver- 
tising the painstaking discipline of 
research in an attempt to measure 
its general and specific qualities. 
This lag in the application of re- 
search methods to advertising has 
paralleled the lag in all research in 
the social sciences. It is perhaps 
easier to apply exact measures to 


-such things as machines, labor out- 


put, chemical properties of coal, and 
flaws in steel rails than to the ex- 
tent and character of human re- 
sponse to advertising stimuli. Be- 
cause of this relative ease, greater 
financial support has been given to 
research in the mechanical and 
physical fields than to research in 
the social sciences, and skepticism 
has also developed concerning the 
ability to devise research techniques 
that would provide proper objectiv- 
ity in measuring such a phenomenon 
as the influence of specific types of 
advertising on human actions. 


The lack of adequate financial 
support, as well as the skepticism 
mentioned, has retarded but not pro- 
hibited important advances in adver- 
tising research. Techniques have not 
been perfected, but significant ad- 
vances have been made in that di- 
rection. Advertising research tools 
are sharper and more nearly exact 
today than they were ten years ago, 
and that is indicative of progress. 
Greater strides should be made in 
the next ten years. 

Let us examine a relatively new 
technique employed to measure the 
extent and character of listening to 
radio programs. This is, of course, 
a phase of advertising since radio 
programs serve largely as a vehicle 
for carrying an advertising mes- 
sage. Advertisers are therefore con- 
cerned about the number and quality 
of listeners. The technique to be 
analyzed here is commonly referred 
to as the diary method. 


Radio Listener Diary 


The listener diary provides a 
method whereby persons can record 
the names of the radio stations or 
programs to which they listen. 
Diary forms can be planned to per- 
mit a record of listening by any 
interval of time and for any number 
of days. Persons who keep a diary 
of their radio listening can be se- 
lected so that they represent all 
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persons in a given area, social class, 
occupational group, or economic 
level. Advertisers can thus study the 
quality characteristics of their lis- 
teners rather than merely count the 
number who listen. 


Listener Diary Used in Champaign 
County 


An experimental study of radio lis- 
tening, using the diary method, was 
made in Champaign County, Illinois, 
for the week of November 3-9, 1946. 
A total of 664 persons from 254 
families kept complete diaries of 
radio listening during the week. The 
diary form used provided space for 
recording, by 15-minute intervals, 
any listening from 6 A.M. until mid- 
night. For each period when listen- 
ing occurred, the name of the radio 
station tuned in was recorded. By 
matching these listening periods 
with station program schedules, a 
measure of listening for each pro- 
gram was made possible. 

Care was exercised in selecting 
families and persons to keep listener 
diaries. The selection was so 
planned that respondents would 
serve as a true cross section of the 
population of Champaign County, 
exclusive of the University of Illi- 
nois faculty and student body. The 
size of the sample was sufficiently 
large to permit a classification of 
listeners by such groups as men and 
women; city, village, and farm resi- 
dents; occupation; education; and 
multiple vs. single radio homes. 

The size of the sample in a diary 
study of radio listening cannot be 
compared with that of a telephone 
survey. The diary technique secures 


information from fewer persons, but 

obtains much deeper penetration of 

the listening of those who report. 

In the Champaign County survey 

664 persons reported listening for 

seven consecutive days and for 72 

quarter hours of each day. Thus, 

instead of 664 listener contacts, 

there were in reality 504 quarter-_ 
hour listener contacts for each re-! 
porter, or a total of 334,656 quarter- — 
hour listener contacts in this 

particular study. 


Extent of Listening 


The number of hours per average 
weekday spent in listening to the 
radio varied from 1.5 for youngsters 
in the county to 3.7 for female 
adults living in Champaign-Urbana. 
Adult males and youngsters devoted 
about the same amounts of time to 
radio listening. These latter two 
groups spent more time listening 
on Saturday and Sunday than on 
other days, whereas the reverse was 
true of all women except those 
living in the city. Details of the 
extent of listening by different 
groups are shown in Table I. 

The amount of listening as shown 
by these figures is somewhat less 
than indicated by other studies. This 
is due, at least in part, to the fact 
that some diary keepers did no lis- 
tening at all during the week 
studied. To secure a true picture of 
the extent of listening, non-listeners 
in radio homes must be included in 
total figures. Unless that is done, 
data from the sample cannot be pro- 
jected to the universe of total radio 
homes. 
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TABLE | 


_ AVERAGE NUMBER OF Hours PER Day 


oF Rapio ListENING By PERSONS IN 


» | CHAMPAIGN County, ILLINOIS, FoR 


THE WEEK NovEMBER 3-9, 1946 


Average No. Hours 
Per Day 
Classification 
Mon 
Sun thru Sat 
Fri. 

Adult Female........ Sue 3o8 2.9 
LOS oN Rae eyes oll an Kier 2.9 ond 
Willa eer seri. sas sane 2.9 3.0 2.4 

AUD awaatate poet aiess aval, © Died! 3.8 Sif 

mault Malena. oo. can BET 1.6 2.6 
HOGAN oe iarg sve oad yg Se a5 pei 
VATA enh, cin its aie 1.6 2.4 

RIAU AS 5 (u're sind <= tvs es o7e | 1.9 2.5 

Youngsters (Age 6-17)| 1.8 1.5 Ley, 


Pattern of Listening 


Figures in Table II illustrate varia- 
tions in listening by urban, village, 
and farm women in Champaign 
County on Thursday, November 7, 
1946. Each figure represents the 
percentage of all women in radio 
homes who were listening at the 
time specified. Thus, at 6 a.m. only 
2.7 per cent of all urban and village 
women who could have been listen- 
ing to a radio program were actually 
listening, whereas, as was to be ex- 
pected, 21.3 per cent of all farm 
women were listening to some pro- 
gram. The pattern of listening by 
farm women was much more con- 
stant than that of either village or 
urban women and, except for the 
period after 7:30 P.M., was gener- 
ally higher. The outstanding peak 
in farm women’s listening at 7:00 
p.m. resulted from the attraction 


provided by the Lum and Abner 
program. 

Listening by all women dropped 
appreciably in the period before 
the evening meal. The cause of this 
is not known, but it is worthy of 
study to determine reasons. Pos- 
sible reasons would include activity 
associated with preparing the eve- 
ning meal, return of youngsters 
from school or men folk from work, 
and the character of available pro- 
grams. 

Table III provides data for com- 
paring the listening patterns of 
urban, village, and farm men. Some 
segments of the day are omitted 
from this table because of the pau- 
city of listening by men during those 
hours. 


Variations in Program Choice 


Relative freedom of choice is an 
important element in our society. 
This freedom is abundantly illus- 
trated by the extent to which per- 
sons tune from one radio program 
and station to another. Presumably, 
program choices are made in terms 
of individual interests in so far as 
those interests can be met by avail- 
able offerings. It is significant to 
note differences in choices made by 
various listener groups. 

The Champaign County study 
shows little difference between men 
and women of like occupation and 
age in their choices of programs 
during times when both are avail- 
able to listen. However, there were 
highly significant differences in the 
choice of programs by city, village, 
and farm residents. Some differ- 
ences in such choices by women are 
shown in Table IV. 
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TABLE IT 


PERCENTAGES OF WoMEN LisTENING TO Rapio DurING FIFTEEN-MINUTE PERIODS 
In CHAMPAIGN CouNTY, ILLINOIS, ON NovEMBER 7, 1946 


Place of Residence 


Urban | Village | Farm 


Dee Dish 21.3 

Papaietetvestarets jena 2.7 4.1 22k 

Bite aie cuakensce 4.0 4.1 20.0 

Fee On nets 5.3 6.8 24.0 

slat etsem Aesth ailefel <a 15,3 15.0 28.0 
Prelcavote vale siete ates 16.0 12.3 30.7 
Emtiatareleietiiote wiers 17.3 17.8 25.28 
sralalaisg 18.0 19.1 28.0 
18.0 22.0 3323 

14.7 20.5 29.3 

13.3 22.0 26.7 

14.7 20.5 24.0 

19.3 17.8 25.3 

14.7 20.5 4 YE 

16.7 17.8 22.7 

15.3 16.4 17.3 

NOROO oa cc wie ee ainceshby a 24.7 30.1 25.3 
10:15 sink dcr ee 22 21°55 28.0 
TORSO arsih wale aye 'o/ Secere 16.0 23.3 21.3 
LORS os we tieiasse ao Tne} 16.4 26.7 
DOO neat ccsice Soir cigar 16.0 31.5 22.7 
PERO rccetratecscars eset 13.3 27.4 18.7 
TEGO 3 5S cane wet wiee 15.3 233 20.0 
AAG Grr his)s nese 13.3 2355 20.0 
12:00 Noon 14.7 20.5 28.0 
it ia Seeiig poten 12.0 17.8 20.0 
PASO Me erre vicky sch 14.0 26.4 20.3 
OAL NSA Ae oon 12.0 15.0 20.0 
1: 153 15.0 18.7 
Re iayaieest gis eieisisierss 14.7 13.7 16.0 
PESOS socis.s e aht bbe hs Wins} 16.4 18.7 
BAS ere sisters slstene s.6 16.0 17.8 22 
OD Macey Sus nus oxayese 16.7 17.8 AA | 
DRA Stet erorint sq aa wri 13.3 22.0 21.3 
2°30 Ratocrasteteansserehts 9.3 15.0 16.0 
DEANS anges SANA 7.3 12.3 14.7 


Place of Residence 


Urban | Village Farm 


3:00 10.7 12.3 18.7 
3:15 10.0 12.3 16.0 
3:30 11.3 11.0 20.0 
3:45 9.3 11.0 21.3 
4:00 11.3 12.3 26.7 
4:15 10.7 11.0 25.3 
4:30 11.3 8.2 24.0 
4:45 9.3 6.8 12.0 
5:00 11.3 6.8 13.3 
Se) 8.0 3.5 9.3 
5:30 7.3 6.8 10.7 
5:45 7.3 4.1 13.3 
6:00. 16.0 13.7 29.3 
6:15. 12.0 12.3 18.7 
6:30. 13.3 15.0 26.7 
6:45 16.7 15.0 20.0 
7:00 pat I 23.3 37.3 
TALS 20.7 . 10.1 21.3 
7:30 29.3 27.4 24.0 
7:45 27.3 26.0 21.3 
8:00 32.7 32.9 28.0 
8:15 29.3 27.4 21.3 
8:30 2E.3 26.0 16.0 
8:45 25.3 23.3 14.7 
9:00 24.7 24.7 10.7 
9:15 24.0 22.0 10.7 
9:30 20.7 191 8.0 
9:45 19.3 13.37 6.7 
10:00 18.7 15.0 S.3 
10:15 12.0 6.8 5.3 


Relatively more farm women than 
urban women listened to religious 
programs, dramatized serials (soap 
operas), Western music, amateur 
programs, and discussion programs. 
The reverse was true of classical 
music, serious drama, and sophis- 
ticated comedy programs. Thus, 
there were relatively twice as many 


city women and men as farm people 
who listened to Jack Benny, Charlie 
McCarthy, and Fred Allen. Lux 
Radio Theatre secured 17.7 per cent 
of urban women, but only 10.6 per 
cent of farm women, as listeners. 
Somewhat greater percentage differ- 
ences existed for the Screen Guild 
Players program. On the other hand, 


Place of Residence 


Time 
Urban |} Village | Farm 
0:00 A.M... .% 55h. 3.6 5.0 22.4 
. e K 
‘s GO asic Seca te 3.6 325 20.7 
6250 FF 60 t Siete eis 8.1 5.0 20.7 
> GES ewes eke os 9.8 5.0 19.0 
x 
f OW) Beteatstc: Soe ofe bes 9.8 15.0 20.7 
FE Tin La Gon aie Sees ees aad 11.6 13.3 17.2 
¥ eS Bec oti t tee", ea) 10.7 15.0 13.8 
y FS a eer 2 8.9 10.0 8.6 
a 
S004... 0... 55... 9.8 8.3 | 10.3 
a (2.0) Oe ee a 4.5 6.7 52 
6.2 6.7 8.6 
8.9 1353 36.2 
6.2 13.3 25.9 
8.0 13.3 22.4 
; 6.2 10.0 19.0 
on 4.5 3.3 6.9 
4.5 Siac 6.9 
8.0 8.3 3.4 
74 10.0 Dit 
10.7 re Se 3.4 
8.0 8.3 3.4 


only 6.0 per cent of all urban women 
chose the Lum and Abner program 
in contrast to 30.7 per cent of all 
farm women. Village women were 
in between these two extremes. 
Farm and village people showed 
relatively greater interest than city 
people in programs such as Town 
Meeting of the Air, School Time, 
and Board of Election Commission- 
ers. The New York Philharmonic 
program had an audience of 7.2 
per cent of all city women, 4.8 per 
cent of village women, and less than 
one per cent of farm women. 


Station vs. Program Choice 


_ In the Champaign County study ap- 
- proximately 90 per cent of all lis- 
tening to commercial stations was 


ous eso 


TABLE III 


PERCENTAGES OF MEN Listeninc To Rapio Durinc FirtEEN-MINUTE PERIODS 
IN CHAMPAIGN CounTy, ILLINOIS, on NovEMBER 7, 1946 
SEE 


Place of Residence 


Time 

Urban | Village | Farm 

6:00 P.M... 14.3 18.3 32.8 

(use lL aR ae 6.2 16.7 24.1 

ESOSAD. ir ataes ieee 10.7 21.7 38.0 

GAS teres oaks foreleletaters 16.0 26.7 29.3 

LOUD on: chta's tty ote atahs 17.0 28.3 41.4 

US e cute tots Patera egies ‘a 15.2 25.0 20.7 

DESO ecteltp aaatone stale 18.8 25.0 22.4 

TEAS 6 casi ctaleistare atatstets 17.9 23.3 19.0 

B20 soci ecoceperatate okt 25.0 36.7 22.4 

Silat he eer 19.6 26.7 13.8 

(oo) UNG cape acricite hee 19.6 25.0 6.9 

BAS woleeharetetitetsteiats 16.0 21.7 3.4 

DOO Mwctarcionaprniace 18.8 DSS 5.2 

ae ee re wine's 2 1552 Zone 5a2 

DSO ated eteictelete: she 14.3 16.7 3.4 

OLAS errata totialcm citels 14.3 11.7 3.4 

ROO tient telstate slo's phe > 15.2 Sus 427 
MOIS Sa crerareteienctorcisrs:s 15.2 5.0 a7 


distributed among five stations — 
WLS-WENR, WMAQ, WDWS, 
WBBM, and WGN. The relative 
position of individual stations 
varied with resident groups. WLS- 
WENR secured its greatest follow- 
ing among farm people and its 
lowest rating among city dwellers. 
The reverse was true of WMAQ 
and WDWS. Both WGN and 
WBBM had their greatest following 
among villagers. 

However, no station had a rigidly 
loyal audience. Listeners selected 
programs and times of broadcast 
rather than stations. This is force- 
fully illustrated by an examination 
of some of the program ratings listed 
in Table IV. Approximately 50 per 
cent of all farm listening was to 
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TABLE IV 
PopuLARITY OF SELECTED ProcramMs AMONG DIFFERENT WoMEN LISTENERS 


ee 
——————— SSS 


Program Rating! 


te 


Program Time 
Urban Village Farm 
Sun., Nov. 3, 1946 
Eictle Brown Church 5.2 v.210.s.s'vewe sake oe 9:15- 9:45 A.M. 8.5% 7.7% 12.0% 
Old Fashioned Hour. s. 5-2). soe cee ens 9:30- 9:45 A.M. 4.7 FS pao! 
Board of Election Commissioners. ..| 10:15-10:30 a.m. BI 2.7 Sco 
INNA el & 005 URS eo ee Os oa Orecrae 12:30- 1:30 P.M. 11.7 5.8 23.0 
New York Philharmonic:............... 2:00- 3:30 P.M.. dae 4.8 2 
One Man's Family gir. i.e oie ta sie cscs asus eee 2:30- 3:00 P.M. 9.7 3.4 10.0 
OUT Ol Gag =9.crieeiaeisice ceri toiriciens 3:30- 4:00 P.M. 11.0 6.7 4.0 
Parts (Of MD OUGIN wham acne alate mies sates 4:00- 4:30 P.M. 3.7 Ded 2.0 
Macks Berm yay occ Since oie nie nine Ale uwin sie 5 ocerche 6:00- 6:30 P.M. 29.0 16.2 13.4 
DiewePeatsOGinitck sna sa Sev idacs cele asaeneye 6:00- 6:15 P.M. 12.0 10.8 20.0 
Monday Morning Headlines............. 6:15- 6:30 P.M. 8.7 9.5 10.7 
CharliesMicCarthynacwinsk ccs: acetate > oisras 7:00- 7:30 P.M. 34.7 25.0 14.0 
(Rnedy Aller. cea. coarc o Siete ons eure a auars fetes Sees 7:30- 8:00 P.M. 31.0 19.0 8.0 
Walter Winchell’. Wess ar < core jo sateuste.s .ccvane 8:00- 8:15 P.M. 21.3 21.6 28.0 
me eatre Giupld ss cies cies- cewieke, o's. 0:5 6 Wore 9:00-10:00 P.M. 8.5 Tok 13 
Mon., Nov. 4, 1946 
Breakfast Cliber c.cteremio cis tarcis acne tata. ccousceels 8:00- 9:00 A.M. 10.8 13:9 L756, 
IY RAS DS oy alae on 2G Soot GUO oa 9:00- 9:30 A.M. 9.0 14.2 21.4 
Hymns of All @hurches- cnc. tine cis angie oe 9:30- 9:45 A.M. 7.9 6.8 20.0 
Kate SmithiSpeakss .o.6. .h.cs os cow sie vote 11:00-11:15 a.m. 9.2 Sa 12.0 
Our GalsSundayi cee won seen isis ce ane 11:45-12:00 a.m. 5.9 Seah 9.3 
Reis ister 2) i dep bccrsmee sao eae: ka ee ie aree 12:00-12:15 Noon 4.6 Diavds (Jey 
ESCROW IOs) cis 4's o1< eyes. Pate ciaCaerassione 1:15- 1:30 P.M. 2.0 4.0 9.3 
IWIEVA Re 'oh0 0 Be oicoler OI MCh mee Chae Raia 12:15-12:30 P.M. 4.6 4.0 ine 
Ma BRET KITS N35 Sct entiik asiinite Sw ct ntensve areca 2:15- 2:30 P.M. 8.6 6.8 12.0 
BacksStape wires stems Me trees eee 3:00- 3:15 P.M. 6.6 Dei 17.3 
Watinee Aviusicvs imei ria ciate Sai satevitastortees 3:00- 3:15 P.M. 26 227 4.0 
MpTIaNBENtley i Kren < widlalotnapen hc eae 4:30- 4:45 P.M. 2.0 2 4.0 
SAU MeRentley: Ais. srekrsieutssw se eget cae 6:00- 6:15 P.M. 9.3 12.2 28.0 
WOICE OL Firestone mein leetsec ecient eee 7:30- 8:00 P.M. 10.0 5.4 10.7 
Belephones Our 21 244.0 we aisle cae eee ee 8:00- 8:30 P.M. 11.9 5.4 9.3 
Vax; Radio sTPheatre sancpins ae sions siete apse 8:00- 9:00 P.M. a MA 16.5 10.6 
Screen’ Guild (Players \.2%.. 3dc0 ces 3 eoatconhe 9:00- 9:30 P.M. 14.2 EY) 5.3 
Wed., Nov. 6, 1946 
umm andcAbner. . tian seston. toa sith tenes 7:00- 7:15 P.M. 6. 19.7 30.7 
Mire candsMirse INOrth. a2 secs selena 7:00- 7:30 P.M. RS} 4.7 vy 
Ine CrOSDY fat schod cake hee a ae eae 9:00- 9:30 p.m 11.3 20.7 9.3 
Thurs., Nov. 7, 1946 : 
ManmiC omimentarys< si; «scents cen cee 6:15- 6:30 P.M. 2.7 5.5 14.7 
Christian Science Monitor............... 7:15- 7:30 P.M. 3.3 Droit 9.3 
Town Meeting of the Air................ 7;30- 8:30 P.M. nel 10.6 10.3 
Fri., Nov. 8, 1946 
Morning! Devotions xs ..)< 2) d-dyncyk< eee 6:15- 6:30 A.M. 153. 5: 20.0 
Happy ET AgUle ih eacaetorevee ears oc ce ee eee 7:30- 7:45 A.M. 2.6 8.1 as 
Van ewiss sci dics canter, Oe 7:45- 8:00 A.M 4.6 13%5 £323 
Sat., Nov. 9, 1946 
Barm, News—Al Tiffany. .0.03. 600.0060. 6:00- 6:15 A.M, 0.7 5.6 20.0 
Army-nootballiGame-: 25525 5,500 chee 1:00- 3:15 p.m. gis) 10.8 9.8 
BB AGTIRE AN Colao ge es. ce ARE s oa 7:30- 8:30 P.M 13.6 15-3 25.0 
Your Hit Parade. SPM Ae tera PEN ee eh 8:00- 8:45 P.M. 14.6 6.2 5.4 
GrangtOlesOpry fo sic oe Lance eee ee 9:30-10:00 P.M. 4.0 6.5 4.0 


1 Program rating represents the percentage of total potential listeners in a given ca 
etc.) tuned in to the specified prog: x ee enor 


ram, 
2 Less than 1%. 


programs 
_ WENR, 

_ Hymns of All Churches, Farm Com- 
_ mentary, 
‘Story, and Lum and Abner (all 
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broadcast by WLS- 
and such programs as 


Barn Dance, My True 


broadcast over WLS-WENR) show 


_ high ratings among farm women. 
_ At the time of these broadcasts 


other stations secured relatively 
little of the farm audience. On the 
other hand, WLS-WENR_ was 


_ largely forsaken by the farm audi- 


ence when the station broadcast 


such programs as Theatre Guild, 


Darts for Dough, Matinee Music, 
and the 4:30 Julian Bentley News. 
For example, Matinee Music at 
3:00 p.m. on Monday was chosen 
by 4.0 per cent of the farm women, 
but the WMAQ Backstage Wife 
program, broadcast at the same 
time, was selected by 17.3 per cent 
of all farm women. At 4:30 p.m. 
only 4.0 per cent of all farm women 
listened to Julian Bentley (WLS) 
in contrast to 13.3 per cent who 
listened to Just Plain Bill (WMAQ), 
but at 6:00 o’clock Monday, Novem- 
ber 4, Julian Bentley had 28 per 
cent of all farm women and 34.5 


‘per cent of all farm men as an 


audience. 


Influence of Local Programs 


November 5, 1946, was election day 
and many radio stations broadcast 
election results during the evening 
hours, The local Champaign station, 
WDWS, not only carried a rather 
full schedule of special election re- 
sults programs, but also placed 
emphasis on local returns. Increase 
in listening to WDWS when com- 
pared with other evenings of the 
same week and with Tuesday eve- 


—— 


ning, November 26, was surprising. 
Over-all radio listening on election 
night was some 5 per cent greater 
than normal listening, but listening 
to WDWS increased by two and 
one-third to eight times normal. City 
men and women showed a 235 per 
cent increase in listening to WDWS 
and an eightfold increase occurred 
among farm families. 

It should be evident from an an- 
alysis of data presented here that 
the degree to which the desires of 
radio listeners is met by specific 
programs cannot be ascertained by 
merely counting the total number of 
listeners without considering their 
age, sex, place of residence, occu- 
pation, and similar factors. Much 
needs to be done in analyzing the 
influence of factors other than 
those developed here. Only through 
qualitative analysis of listening can 
radio station management be guided 
properly in its service to the public 
and to advertisers. The diary method 
of checking listening appears to be 
more thoroughly penetrating than 
any other method thus far devised. 
It seems that those who pioneer in 
such qualitative studies of listening 
would secure an advantage from be- 
ing first to know how individual 
programs were accepted by specific 
listener groups. Such knowledge 
should be most helpful in develop- 
ing effective coordination between 
radio programming and advertising 
efforts. 


Checking Effectiveness of 
Advertising 


Radio stations in the United States 
are pledged to serve the public in- 
terest. This they can do even though 
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they depend upon advertisers to 
finance broadcast operations. How- 
ever, advertisers will not continue 
such financing unless radio con- 
tinues to afford an effective means 
for selling goods and services. It 
thus behooves both radio stations 
and advertisers to check constantly 
the degree to which individual pro- 
grams and commercial messages at- 
tract potential customers —not just 
listeners — and move them to buy. 

A highly effective method of 
measuring both factors is to be 
found in combining the use of the 
listener diary with that of a product- 
purchase diary. Both diaries must 
be kept by the same families. The 
radio diary would afford a means of 
classifying families into two groups: 
(1) those in which one or more 
members of the family listen rather 
regularly to Program A (advertis- 
ing Product X); and (2) those in 
which there is little or no listening 
to Program A. Both family groups 
would report in their product diary 
all purchases of a number of prod- 
ucts, including Product X. By com- 
paring, over a period of time, 
changes in purchases of Product X 
by the two groups of families, the 
influence of specific radio adver- 
tising on sales can be noted. 

Many details in the operation of 


such tests need careful examination, 
but space does not allow such: 
scrutiny here. However, it should 
be observed that this method, if 
applied on a national or broad re- 
gional basis, cannot be so accurate 
as when applied to local markets. 
Such variables as newspaper, bill-; 
board, car-card, and other advertis-,| 
ing support; dealer activity; local 
differences in economic conditions; } 
seasonal factors; and activities of! 
competitors will tend to provide the: 
same impact on listeners and non-; 
listeners to Program A in a given! 
local market. This would not be: 
true if an extensive area were in-. 
cluded for testing purposes. 

The procedure suggested here for’ 
measuring the sales effectiveness of 
specific advertisements and cam- 
paigns has been applied on a limited 
scale to car-card advertising. Re- 
sults were highly significant and 
afforded much promise for applying 
the procedure to other advertising 
efforts. Although the method is 
costly, it may well provide a greater 
understanding of those qualities of 
advertising which influence consum- 
ers to respond to its stimulus. With 
increased understanding, efficiencies 
of operation can be developed and 
over-all costs reduced. That is the 


road to progress. 


Renegotiation: The Acts and 
Their Background 


RicHarps C, OsBorn 
Professor of Economics, University of Oklahoma 


poverty and in times of depres- 
sion many still live in affluence. 


r times of prosperity there is 


- War is a time of national disaster 


and yet for some individuals it may 


_ be a period of great prosperity. The 


history of this country is replete 
with examples of fortunes made 
from times of strife. There were 
the commercial farmers, traders, 
privateers, and smugglers of the 
Colonial and Revolutionary era and 
the businessmen and farmers in the 
North during the period of high 
prices in the Civil War. Profits, 
especially for certain individuals on 
the victorious side, have been made 
from all wars, but in this country 
the first law to curtail war profits 
was not passed until the Spanish- 
American War and took the limited 
form of a price ceiling on armor 
plate. 

The staggering profits (even after 
taxes), the exorbitant salaries, and 
the previously undreamed-of wages 
arising from the early years of 
World War I aroused a general 
though brief consciousness of the 
situation. Specific efforts to control 
profits, however, were limited to 
minor price controls, the use of cost- 
plus-a-percentage-of-cost contracts, 
and increased corporate and per- 
sonal income taxes. Although these 
new taxes appeared high at the time, 
they failed to keep certain corpora- 


tions from making an excessive 
return on net worth, and allowed the 
amassing of personal fortunes by 
thousands of new millionaires. 

After the first World War, in- 
numerable treatises were written 
and speeches read which castigated 
those who had “profited from the 
slaughter.” Cost-plus-a-percentage- 
of-cost contracts were outlawed as 
having been worse than useless in 
controlling profits. In 1924, the plat- 
forms of both political parties in- 
cluded provisions for the drafting 
of all resources in time of war, and 
the Republican platform contained 
the following declaration: 

We believe that in time of war the 
Nation should draft for the defenses 
not only its citizens but also every re- 
source which may contribute to success. 
The country demands that should the 
United States ever again be called upon 
to defend itself by arms, the President 
be empowered to draft such material 
resources and such services as may be 
required, and to stabilize prices of 
services and _ essential commodities, 
whether utilized in actual warfare or in 
private activity. 

Countless bills and resolutions 
were introduced in Congress, with 
many of the suggestions and much 
of the criticism hinging on the two 
premises that profiteering was an 
important cause of war and that 
laws limiting personal gain could 
make a country immune from such 


for 
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conflict. There was public clamor 
that no one should profit from war 
but, like most public clamors, al- 
though vigorous, it was rather in- 
coherent and amorphous. 


Profit Control Prior to 1941 


The country settled down to an era 
of peacetime prosperity after 1921, 
and the control of wartime profits 
was all but forgotten. Earnings on 
government armament projects were 
not controlled (except through the 
process of competitive bidding) un- 
til the passage of the Vinson-Tram- 
mel Act in 1934. This law provided 
for a limitation of profits on con- 
tracts for the construction of naval 
vessels and naval aircraft. It stipu- 
lated that any contractor or subcon- 
tractor who realized a profit above 
10 per cent of the contract price on 
any particular contract should pay 
the excess to the United States 
Treasury. The act was amended in 
1936 (1) to allow an application of 
the 10 per cent limitation to a com- 
bination of all contracts and sub- 
contracts completed in any taxable 
year, thus permitting an offset of 
losses on some contracts against 
profits realized on others; and (2) to 
permit a net loss carry-over from 
the year in which a contract was 
completed to the following year. The 
Merchant Marine Act of 1936 ap- 
plied the 10 per cent limitation to 
profits from ship contracts of the 
Maritime Commission. 

In 1939 the Vinson-Trammel Act 
was further amended (1) to raise 
the allowable percentage of profit on 
naval aircraft to 12 per cent; (2) to 
place army aircraft under the same 
profit limitation as that applicable to 


naval aircraft; and. (3) to liberalize: 
the net loss carry-forward on air-. 
craft (only) to the four succeeding’ 
taxable years. 

With the expansion of the build- 
ing program during 1939 it became 
apparent that a smaller profit mar-— 
gin was in order and, on June 28, 
1940, the maximum allowable per- 
centage was reduced to 8 per cent 
of the contract price on naval ves- 
sels and all aircraft (with the ex- 
ception of prime contracts on a cost- 
plus-a-fixed-fee basis). Because of 
complaints from contractors, how-— 
ever, Congress allowed a return to_ 
the 12 per cent basis for aircraft 
contracts let after September 9, 
1940. 

On October 8, 1940, all profit 
limitations on fixed-price contracts 
were suspended as of December 31, 
1939 (whether the contracts were 
negotiated or had been let on a com- 
petitive-bid basis), if the income de- 
rived therefrom was subject to the 
excess profits tax. This action placed 
contractors doing war work on sub- 
stantially the same basis as other 
corporations. 


Background of Profit Limitation 
in World War II 


In spite of the elimination of profit 
restrictions on government con- 
tracts, conversion to and expansion 
of defense operations were limited. 
Even the special amortization pro- 
visions allowing a write-off of 
emergency facilities on a maximum 
five-year basis did not induce com- 
panies to expand facilities suffi- 
ciently. It was therefore necessary 
for the War Department, Defense 
Plant Corporation, and other gov- 


ernment agencies to construct build- 
ings and spend billions of dollars 
_ for new machinery and equipment. 
The reluctance of private business 
to take war contracts is not difficult 
- to comprehend. Beginning in 1939, 
_ and accelerating through 1941, civil- 
_ ian sales expanded under the impact 
“a of war abroad, and there was no 
reason for conversion to the uncer- 
_tainties of wartime production. At 
this stage it was still thought we 
could have our guns and butter too. 
In spite of the general hesitancy 
a of large corporations to convert to 
war production until the forced 
curtailment of civilian goods after 
_ Pearl Harbor, the existence of a 
_ few notable and highly publicized 
_ exceptions brought the question of 
" excessive war profits to the political 
_ fore. The case of the Jack & 
Heintz Company, for example, was 
discussed widely and aroused crit- 
ical comment on the unorthodox 
expenditures, unusual methods, and 
large profits of that company. Con- 
tinental Motors Corporation, a firm 
which had showed a net loss for 
peacetime operation during the 
period from 1936 through 1939, 
operated so profitably in 1941 that 
in the early part of 1942 it volun- 
tarily agreed to return $40,000,000 
_ to the government in the form of 
_ rebates and price reductions. 


i 


Preliminary Steps Toward the 
Renegotiation Act of 1942 


The Second War Powers Act, ap- 
proved on March 27, 1942, author- 
_ ized the government to inspect the 
plants and audit the books and 
records of any contractor or sub- 
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contractor producing. on war con- 
tracts. On April 10, 1942, the 
President designated the War Pro- 
duction Board, the Reconstruction 
Finance Corporation, the Treasury 
Department, the War Department, 
the Navy Department, and the 
Maritime Commission as the gov- 
ernment agencies to perform these 
functions “in order to prevent the 
accumulation of unreasonable prof- 
its, to avoid waste of government 
funds, and to implement other 
measures which have been under- 
taken to forestall price rises and 
inflation.” Shortly thereafter, the 
latter three agencies instituted cost 
analysis sections and price adjust- 
ment boards. The cost analysis sec- 
tions were designed to conduct 
surveys of costs and profits of con- 
tractors doing war business and to 
act as fact-finding agencies for the 
boards. The boards themselves were 
to advise and assist contracting 
officers in securing voluntary re- 
funds or price adjustments if ex- 
cessive costs or exorbitant profits 
were found. 

Further Congressional action was 
being considered concurrently with 
these developments, however, as a 
direct result of the decision by the 
United States Supreme Court that 
the Bethlehem Steel Corporation 
could legally retain its large profits 
from World War I (even though 
they represented an exceptionally 
high rate), since there had been no 
contractual arrangement for a re- 
coupment by the government. On 
March 28, 1942, Representative 
Case of South Dakota introduced 
an amendment to the Sixth Sup- 
plemental National Defense Appro- 
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priation Act which was incorpo- 
rated by the House as Section 402a. 
It stipulated that “No part of any 
appropriation contained in this act 
shall be available to pay that por- 
tion of a contract for construction 
of any character and/or procure- 
ment of material and supplies for 
either Military or Naval establish- 
ments designated as ‘final payment’ 
to any contractor who fails to file 
with the procurement agency a 
certificate of cost and an agree- 
ment for renegotiation of contract 
and reimbursement of profits in ex- 
cess of 6 per cent.” 

- The so-called “Case Amendment” 
was passed by the House of Repre- 
sentatives without any great amount 
of comment, but it precipitated an 
extended discussion in the Senate. 
Hearings were instituted by the 
Senate Subcommittee on Appropria- 
tions, which requested the views of 
the War Production Board and the 
armed services. Donald M. Nelson, 
Chairman of the War Production 
Board, opposed the amendment as 
a deterrent to procurement and pro- 
duction. He favored the recapturing 
of excessive profits through a tight- 
ening of the excess profits tax. 

The Navy Department did not 
particularly oppose a fixed profit 
limitation but considered the pro- 
posed amendment to be distinctly 
inferior to the Vinson-Trammel 
Act, which had been suspended for 
companies subject to the excess 
profits tax. 

Lieutenant General Brehon Som- 
ervell, Commanding General, Army 
Service Forces, stated that the War 
Department was in accord with the 
purpose of the amendment but. in- 


dicated that (1) its administration! 
would be impossible; (2) the allow- 
able percentage was so low that it: 
would interfere with procurement; | 
and (3) the fixed percentages would! 
not treat all contractors in a com-. 
parable fashion for services per-) 


_ formed. 


The hearings revealed further’ 
that the War Department did not: 
feel that any new legislation was. 
necessary but considered that its 
newly established policies should be 
given a chance to operate. This new 
program included the afore-men-. 
tioned Cost Analysis Section (set 
up in the Division of Budget and 
Financial Administration to make. 
studies of profits being realized on 
specific War Department contracts) 
and the Price Adjustment Board 
(established within the Procure- 
ment and Distribution Division). 
These agencies were designed to 
cooperate with the Cost Analysis 
Section of the War Production 
Board (charged with the responsi- 
bility of industrywide cost studies) 
to obtain the voluntary return of 
any excessive profits on completed 
contracts and a voluntary reduction 
in the contract price on uncom- 
pleted contracts. 

Through this procedure, com- 
bined with Title XIII of the Sec- 
ond War Powers Act (which had 
extended the right to inspect plants 
and audit records to any company 
having a contract, subcontract, or 
order placed since September 8, 
1939, in furtherance of the defense 
or war effort), the War Depart- 
ment anticipated a recoupment and/ 
or prevention of excessive profits 
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‘by noncoercive means. The ap- 


proach of the War Department was 


“based on the theory that if every 
contract price could be re-examined 
_by the parties in the light of actual 


“experience under the contract, it 


should be possible to eliminate the 


a 


_ bulk of excessive profits.” 


Senator McKellar suggested that, 


_ since the House of Representatives 
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had proposed an amendment, the 


War Department should offer an 


alternative, in preference to indi- 
cating that no further legislation 
was required. 

In response to this request the 
War Department (with the ap- 
proval of the War Production 
Board and the Navy Department) 


proposed the incorporation by the 


Secretary of War of a renegotia- 
tion and recovery provision in all 
future contracts on which excessive 
profits were likely to be realized. 
Renegotiation would also be author- 
ized for contracts already in force 
if final payment had not yet been 
made. Powers under this resolution 
would be exercised by the Secretary 
of the Navy in the case of contracts 
with the Navy Department, and by 
the Chairman of the Maritime Com- 
mission for contracts with that 
agency. 


The Senate Committee killed the 


Case Amendment but did not ac- 
cept the War Department’s pro- 
posal, which, as conceived by the 
Department, would have made sub- 


_ stantially no change in current pro- 


cedure but would have given the 
government the right to demand 


refunds from contractors if they 
could not be obtained otherwise. 


The Renegotiation Act of 1942 


The first drafts of Section 403 of 
the Sixth Supplemental Appropria- 
tion Act, which ultimately became 
the Renegotiation Act of 1942, were 
designed to establish a formula 
basis for recoveries. They provided 
for mandatory renegotiation which 
included the provision: “Subject to 
the provisions of this section the 
Secretary of each Department, 
separately or jointly with the Sec- 
retary of one or both of the other 
Departments, shall prescribe regu- 
lations which will, to the fullest | 
extent practicable, indicate in ad- 
vance the profits on contracts which 
will be deemed excessive for pur- 
poses of this section.” In addition 
to this provision for setting the al- 
lowable rate of profit in advance, 
the amendment also had a schedule 
of maximum allowable rates of 
profit ranging from 10 per cent on 
contracts up to $100,000 down to 
2 per cent on contracts in excess 
of $50,000,000. Only under excep- 
tional circumstances would the al- 
lowable profit rate be higher than 
these percentages. 

As finally approved on April 28, 
1942, however, Section 403 of Pub- 
lic Law 528 represented a rather 
brief amendment requiring that a 
renegotiation clause (providing for 
the retention or recovery of any 
part of a contract price which was 
found as the result of renegotiation 
to represent excessive profits) be 
inserted in all War Department, 
Navy Department, and Maritime 
Commission contracts and subcon- 
tracts in excess of $100,000. In ad- 
dition, excessive profits “realized or 
likely to be realized” were to be 
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recovered from any contractor 
holding an aggregate of contracts 
or subcontracts totaling more than 
$100,000, if final payment had not 
been made as of the effective date 
of the Act. Authority to conduct 
renegotiations was vested in the 
Secretaries of the Departments and 
the Chairman of the Maritime Com- 
mission. Only reasonable costs and 
reserves were to be allowed in de- 
termining excessive profits, and the 
amendment reaffirmed the right to 
require data and conduct audits as 
stipulated in the Second War 
Powers Act. Section 403 was to 
remain in force for the duration of 
hostilities and for three years 
thereafter. 

As is true of all legislation deal- 
ing with regulation of industry, 
certain problems arose in the ad- 
ministration of the new act, espe- 
cially since it was a radical depar- 
ture from peacetime practice. No 
precedent existed, with the possible 
exception of regulations developed 
over a period of years in the field 
of public utilities. These had re- 
quired extensive legislative revi- 
sions. Problems resulted not only 
from the revolutionary character of 
the Act but also because of its 
brevity and a general ignorance as 
to its original purposes and as to 
means for accomplishing them most 
effectively. Both a clear definition 
of the scope of the Act and specific 
authority for many of the current 
administrative policies and pro- 
cedures were requested by the War 
and Navy Departments. 

Amendments approved on Octo- 
ber 21, 1942, July 1, 1943, and July 
14, 1943, were made retroactive to 


April 28, 1942, and included the 
following important authorizations 


and stipulations: 


1. Renegotiation was to be conducted 
on an over-all fiscal year basis — the 
original act apparently contemplated the 
renegotiation of specific contracts but 
it was soon found more desirable and! 
equitable to have the major interested! 
service renegotiate all war business ‘i 
a contractor as a whole. 

2. Allowable costs and expenses were 
to include items in the nature of tax: 
deductions and exclusions — this clari-} 
fied the dispute over the types of de-. 
ductions (such as amortization) to be: 
allowed for renegotiation purposes and) 
crystallized the policy of excluding post-. 
war and other extraordinary reserves. 

3. Credit was to be allowed in re- 
negotiation for taxes paid or payable 
with respect to excessive profits — such 
a provision eliminated any possibility 
that a.double payment would be re- 
quired, or that renegotiation was to be 
applied “after taxes.” 

4. Recovery could be accomplished 
through refunds, withholding of 
amounts due, or reductions in contract 
prices. 

5. Time for commencement of pro- 
ceedings was limited to one year after 
the close of the fiscal year in which 
contracts or subcontracts were com- 
pleted or terminated. Furthermore, a 
clearance could be obtained under the 
statute if proceedings were not com- 
menced within one year after a con- 
tractor filed financial and other cost 
data. 

6. Final agreements could be rene- 
gotiated for either a past or a future 
period and were not to be reopened 
except for fraud or willful misrepre- 
sentation. 

7. Exemption of certain contracts 
and subcontracts was specified: those 
made by other governmental agencie: 
or under circumstances allowing the 
ascertainment of profits in advance: 
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_ those for certain raw materials not 
_ processed beyond the first state suitable 
for industrial use; and those for which 


the Secretary might consider the pro- 


_ visions in the contract or subcontract 
_ adequate to prevent excessive profits. 


8. The scope of the term “subcon- 


tract” was clarified, and included all 


processed materials, machinery, services, 


- and commissions (if totaling more than 


$25,000 for any independent agent) en- 


_ tering into use by one of the designated 


departments or agencies. 
9. The Act was extended to cover 


- contracts (and subcontracts thereunder) 


of the Treasury Department, Defense 
Plant Corporation, Metals Reserve 
Company, Defense Supplies Corpora- 
tion, and Rubber Reserve Company. 


The 1942 Renegotiation Act 
Criticized by Business Interests 


In the press and in extended Con- 
gressional hearings concerning the 
extension of the 1942 Renegotiation 
Act, certain business interests, large 
and small, vociferously declared 
“This can’t be done to us.” They 
lambasted the Act as wholly un- 
American, unconstitutional, unnec- 
essary, ill-advised, or detrimental to 
the war effort and the economic 
stability of the country. These 
critics and other businessmen pref- 
aced their remarks, however, with 
a statement that excessive profits 
should not be made from the war. 
As a matter of strategy, their 
specific proposals dealt primarily 
with revisions which would emas- 
culate the Act; they did not advo- 
cate its outright repeal. Each in- 
dustry considered itself to be a 
special case and suggested amend- 
ments to the law which would re- 


duce drastically or eliminate re- 
coveries from its own profits. 

Although the several hearings be- 
fore Congressional Committees were 
extensive, the basic objections to 
the Act can be stated rather briefly. 

Firms, such as those in the ma- 
chine tool industry, which were pro- 
ducing themselves out of a future 
market, businesses which would 
have to reconvert to peacetime op- 
erations, and those anticipating a 
much smaller postwar market, as in 
the case of the aircraft manufac- 
turers, were especially vigorous in 
their claim for an allowance of 
postwar maintenance and reconver- 
sion reserves. 

Renegotiation after taxes was a 
particularly favorable theme, espe- 
cially with those firms which had 
either a poor peacetime record of 
earnings or a greatly expanded war- 
time volume. They wanted to avoid 
the discrimination of the tax law 
which applied an 80 per cent gross 
tax to them and a lower rate to cor- 
porations with higher peacetime 
earnings or larger capital invest- 
ment. 

One ingenious suggestion was 
made by a firm which had enjoyed 
a good peacetime record. It pro- 
posed an exemption from renego- 
tiation of all earnings up to the 
peacetime average after taxes, 
which in its own case would have 
meant only a small recovery in place 
of the sizable amount calculated 
before taxes. 

The Renegotiation Act was criti- 
cized because it permitted the gov- 
ernment to get out of a bad bargain 
by recovering excessive profits but 
provided no such protection for the 
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war contractor. If a company lost 
money, its contracts were not retro- 
actively revised upward, except 
under unusual circumstances in 
which the terms of the specific con- 
tract provided escalation or rede- 
termination. Nor did the Act allow 
a carry-forward or carry-back of 
losses, as had been done by the 
Navy under the Vinson-Trammel 
Act, and as allowed currently for 
tax purposes under provisions of 
the Internal Revenue Code. 

Representatives of industry stated 
that no renegotiation was required 
for products covered by OPA price 
ceilings and maintained that the ex- 
cess profits taxes would remove any 
excessive profits arising from such 
operations. They stated that all sup- 
pliers of standard commercial 
articles and vendors of maintenance 
and repair items should be placed 
in the same category as suppliers of 
certain raw materials which had 
been exempted. 

Renegotiation was criticized be- 
cause it applied only to firms pro- 
viding war materials, directly or 
indirectly, and did not touch the 
booming profits of farmers and pro- 
ducers of civilian goods, although 
these were clearly a result of the 
war. Nor was there any renegotia- 
tion for wage earners. Critics of 
renegotiation pointed out this dis- 
crepancy, stating that others had 
been allowed to make large profits 
while subject to the same tax rates 
as the war firms. This discrimina- 
tion favored the non-patriotic enter- 
prise which could keep its peace- 
time business and accept war orders 
for its excess capacity. 

Companies with continuing con- 


tracts considered as discriminatory 
the application of renegotiation to 
contracts not completed and paid for 
prior to April 28, 1942, and argued 
that the Act should exempt all work 
done prior to that date. 

The lack of any definite standards 
or fixed percentages of measure- 
ment of excessive profits constifutedal 
the primary and basic objection of| 
many business interests. They con- 
tended that this constituted a con- 
stant threat of uncertainty and gave 
rise to unfair discrimination. The 
aircraft industry suggested the al- 
lowance of a fixed minimum ratio 
of profit (after taxes) to sales, with 
only exceptionally high profits sub- 
ject to renegotiation. 

Few important suggestions were 
made for improving. the technical 
setup provided in the Renegotiation | 
Act. However, there was a proposal 
that administration be conducted by 
the Bureau of Internal Revenue, 
which would allow those costs al- 
lowable for tax purposes. An al- 
ternative suggestion was that a 
single board replace the several 
boards established by the various 
services and agencies. 


The 1943 Renegotiation Act 


After hearings by two Congres- 
sional Committees, recording of ex- 
tensive testimony from government 
representatives, and caustic com- 
ment by business interests as to the 
results of 1942 renegotiation, the 
1943 Renegotiation Act was ap- 
proved on February 25, 1944, as 
applicable to fiscal years ending 
after June 30, 1943. In general it 
applied to contracts with the same 
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_ Departments (and also subcontracts 

thereunder) covered by the 1942 
_ Act, except that the exemption was 
increased from $100,000 to $500,000. 
_ Instead of vesting authority in the 
_ Secretaries, however, the new law 
provided for the establishment of a 
_ War Contracts Price Adjustment 
Board composed of six members, 
one from each department or agency 
plus one member from the War 
Production Board. 

Excessive profits were again de- 
fined as the amount of such profits 
found to be excessive, but the ex- 
pression “amount of a contract or 
subcontract price which is found as 
a result of renegotiation to repre- 
sent excessive profits” was deleted 
(thus eliminating statutory support 
of any claim that renegotiation was 
a repricing procedure), and the 
forward pricing of contracts was 
separated from renegotiation. The 
criticism by industry as to the in- 
definiteness of procedure in de- 
termination of excessive profits was 
answered by including in the 1943 
Act a provision that only the fol- 
lowing factors (constituting pri- 
marily those already considered by 
the price adjustment boards in 
actual practice) were to be taken 
into consideration: 

(1) efficiency of contractor, with 
particular regard to attainment of quan- 
tity and quality production, reduction of 
costs, and economy in the use of ma- 
terials, facilities, and manpower ; 

(2) reasonableness of costs and 
profits, with particular regard to vol- 
ume of production, normal prewar earn- 
ings, and comparison of war and peace- 
time products ; 

(3) amount and source of public and 
private capital employed and net worth; 


(4) extent of risk assumed, including 
the risk incident to reasonable pricing 
policies ; 

(5) nature and extent of contribution 
to the war effort, including inventive 
and developmental contribution, and co- 
operation with the government and other 
contractors in supplying technical as- 
sistance ; 

(6) nature of business, including 
complexity of manufacturing technique, 
kind and extent of subcontracting, and 
rate of turnover; 

(7) such other factors as considera- 
tion of the public interest and fair and 
equitable dealings may require, which 
factors shall be published in the regu- 
lations of the Board from time to time 
as adopted. 

In order to avoid a repetition of 
the experience in 1942, when vari- 
ous contractors escaped renegotia- 
tion because of a one-year statute 
of limitations, the new act pro- 
vided that contractors must file 
financial data within three months 
after the close of the 1943 and sub- 
sequent fiscal years. Renegotiation 
proceedings must have been com- 
menced within one year of this fil- 
ing or the contractor’s liability un- 
der the act was ended. Completion - 
of renegotiation through the stage 
of agreement, or initial impasse, 
was required within one year after 
this initiation of proceedings. Non- 
agreements could be carried through 
a unilateral determination to the 
Tax Court for final review and 
decision. 

Contractors had criticized rene- 
gotiation boards for disallowing as © 
unreasonable certain costs which 
were allowable under provisions of 
the Internal Revenue Code. This 
condition was remedied in the 1943 
statute. In so far as costs were ap- 
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plicable to renegotiable contracts 
and subcontracts, they could not be 
disallowed directly if allowable for 
tax purposes. If such costs were 
considered high this fact would be 
regarded as a negative factor in 
the determination of excessive 
profits. 

Under the 1943 Act, exemption 
from renegotiation was extended to 
agricultural products in the raw 
state, and the schedule of discre- 
tionary exemptions was extended 
and refined. By approval of the 
War Contracts Price Adjustment 
Board, and under certain conditions, 
contracts and subcontracts for spe- 
cific standard commercial articles 
and for construction could be ex- 
empted. Amortization could be ac- 
celerated over a period shorter than 
five years and a rebate given for 
prior years. Integrated producers 
were allowed to use the ceiling price 
in calculating the cost of exempted 
raw materials used in processing, 
and speculative profits from excess 
inventory were no longer to be con- 
sidered renegotiable. The Renego- 
tiation Act of 1943 was originally 
extended to December 31, 1944, 
then by Presidential proclamation 
to June 30, 1945, and finally by 
amendment to December 31, 1945, 
or the termination of hostilities, 
whichever date was earlier. 

Of the foregoing provisions in 
the 1943 Act the following were 
made retroactive to the initiation of 
renegotiation on April 28, 1942: 
the recomputation of amortization, 
the exemption of contracts and sub- 
contracts for certain agricultural 
commodities with tax-exempt insti- 
tutions, the right to appeal a uni- 


lateral determination to the Tax 
Court, fair cost allowance for cer- 
tain raw materials in the exempted 
state in the case of integrated pro- 
ducers, and the exclusion from re- 
negotiation of profits which were 
attributable to the increment in 
value of an excess inventory. 

Many of the foregoing features 
of the 1943 Act which constituted 
a change from 1942 were pro- 
cedural in so far as the actual con- 
duct of renegotiation was concerned 
and did not constitute alterations of 
basic principle. Most of them were 
made at the behest of, or with the 
approval of, the services and did 
not follow the lines proposed by 
business interests. Only the exemp- 
tion of “standard commercial ar- 
ticles” encountered active opposi- 
tion, and it was so qualified by 
limitations that only a small minor- 
ity of such products were placed on 
the exempt list. 


Conclusion 


Statutory renegotiation was an at- 
tempt to restrict the profits realized 
by war contractors without infring- 
ing too severely on the profit mo- 
tive as an incentive to expanding 
production. The Acts represented 
an effort by Congress to safeguard 
itself and the capitalistic system of 
enterprise against the type of criti- 
cism that arose after World War I. 
Excess profits taxes were not con- 
sidered adequate to do this for those 
contractors engaged directly in war 
production, even though they were 
designed to remove a maximum of 
72 per cent of corporate earnings, 
and personal income taxes reached 


— 


a 
> 
r 


‘ 
b: 


a peak of 90 per cent in the top 


_ brackets. 


Congress itself apparently con- 


cluded that the 1942 Renegotiation 
_Act was satisfactorily performing 
its major functions, as evidenced by 
the fact that changes incorporated 


in the 1943 Act were concerned 
primarily with technical matters. 
The termination date of renegotia- 
tion was subsequently extended 
without revision, and with only a 


minor amount of opposition from 


: 


business interests. Hearings before 


Congressional committees brought 
forth extensive praise of the Acts 
(and the administration thereof) 
from interested departments and 
agencies. 

The general conclusion can be 


_drawn that Congress and the rene- 


gotiation agencies were not only 
satisfied with the law and its opera- 
tion but were rather proud to have 
provided for the elimination of ex- 
cessive profits in what was deemed 
to be a most satisfactory manner. 
It is the writer’s opinion that 
future investigations of. renegotia- 
tion (of which there may be sev- 
eral) will disclose that the profits 
retained by war contractors were 
rather large in relation to net worth 
but not unreasonably high in view 
of the risk and effort involved and 
the tremendous volume of business 
transacted. In time of war the gov- 
ernment must expect to spend lav- 
ishly for the use of industrial equip- 
ment and managerial skill just as 
it expects to pay high wages. 
While the removal of excessive 


profits was generally accomplished, 


there is 


considerable reason to 
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doubt whether adequately differen- 
tial profit treatment was afforded 
contractors in each field of business. 
It is therefore not wholly clear that 
renegotiation in practice was suffi- 
ciently superior to fixed percentages 


- and/or the levying of higher taxes 


to warrant the expense and use of 
manpower (in the government and 
in industry) at a time of extreme 
labor shortage.’ 

War contractors received returns 
high enough that renegotiation did 
not eliminate incentive and, in many 
instances, companies ceased oppos- 
ing renegotiation when it was seen 
that, through agreements for the 
return of excessive profits, they 
could retain a fairly sizable profit 
and at the same time be relieved 
legally of any future charge that 
excessive profits had been made on 
war business. Only a small number 
of businesses refused to sign “volun- 
tary” agreements and appealed their 
cases to the Tax Court. 

The government can reasonably 
conclude that future investigations 
will. disclose only a few individual 
instances of profits (after renego- 
tiation and taxes) for the whole 
war period which can be criticized 
as having been unduly excessive. 
Since the public is seldom, if ever, 
concerned with technical details, 
this situation will undoubtedly be 
accepted as satisfactory evidence of 
the general success of renegotiation. 


1For the writer’s more extended con- 
clusions on renegotiation and an evalu- 
ation of its administration, see “Statu- 
tory Renegotiation: A Critique” in the 
Accounting Review, for April, 1947. 
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HE national income, as its 

[ name implies, is simply the 

sum of everyone’s income — 
the bankers, the barbers, the farm- 
ers, and 100 million others. In 1939, 
the combined net income of every- 
one in the United States was $71 
billions. By 1946, the national in- 
come had more than doubled, rising 
to an all-time high of $165 billions. 

This astounding growth in in- 
comes is the result of a number of 
considerations. More people are 
working at substantially higher 
wages than before the war. More 
rent is being collected and more 
money is being loaned than in 1939. 
The businessmen, too, enjoy higher 
profits than at any other time in the 
nation’s history. 

Although the national income 
doubled during the period under 
consideration, it should not be in- 
ferred that the “real” income of 
every person in the United States in 
1946 was twice that of seven years 


* Since this article has gone to press, 
the Department of Commerce has an- 
nounced a revision of its figures on the 
national income. For example, the 1946 
national income on the new basis is $178 
billions, while the gross national prod- 
uct is $204 billions. Other figures have 
not been released at this time. While 
such revisions affect the over-all level 
of incomes and expenditures, it is be- 
lieved that the comparisons which are 
made in the article will not be materi- 
ally changed by the new figures. 


ago. Physical production increased 


only 55 per cent—as compared, 
with the 130 per cent increase in 


incomes. The difference, of course, 
is due to the rise in prices. 
The larger output, moreover, has 


been shared among a greater num- — 


ber of workers. Unemployment has 
dropped to about 2 millions. The 
total number of people employed in 
nonagricultural establishments in- 
creased from 30 millions in 1939 to 
about 41 millions in 1946. 

The apparent rise in incomes is 
somewhat deceptive because of the 
general increase in prices from 1939 
to the present—roughly 60 per 
cent for consumers’ goods. In mak- 
ing year-to-year comparisons, there- 
fore, the reader should keep in mind 
that part of the rise in incomes is 
due to increases in prices and part 
to increments of output. 

Times are good, however, and 
it is undoubtedly safe to say that 
most people are “better off” today 
than in any comparable period in 
our national existence. Enjoyment 
of this unprecedented material well- 
being, however, is clouded by a 
feeling of insecurity about business 
conditions at home and by fear of 
aggression from abroad. 

Uncertainty at home centers 
largely around prospects for con- 
tinued high levels of sales, produc- 
tion, employment, and income. No 
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TABLE I 


Nationat INCoME By DiIstRIBUTIVE SHareEs, 1939-46" 
(Billions of dollars) 


en ...  ——————eeeeeeeeeeeeeeEeEeEEEEEE 


Total poe Net Income Interest Net 


3 Year National an fo) an Corporate 
Us : Income Wages? Proprietors | Net Rents Profits 
4 | | | 
1930 
| eee eee 71 48 11 7 
TE lala a cea 78 52 12 7 6 

NN nce al Raed © a0 6 Seiln aa. 8 97 64 16 8 9 

LAGS Rae ee ee a 122 84 Paik 9 

BER See rae Pies) ol xakejay charseheavei Gace 149 106 23 10 10 
c EE a a Nira te arc el ale pe 161 116 24 11 10 

LEER SA eee ane ee ee enna 161 114 26 12 

Bere ert Rite ore nets Siceisic ko 165 110 30 13 12 


- 


_ 1 Detail will not necessarily add to totals because of rounding. 
2 Includes veterans’ benefits, social security payments, etc. 


Source: U.S. Department of Commerce. 


forecast in this realm is attempted 
in the following pages. An examina- 


_ tion of the various components of 


- the 


- 


national income, however, 
should reveal the basis upon which 
the present prosperity rests. An un- 
derstanding of today’s prosperity is 
a prerequisite for serious thinking 
about tomorrow’s prospects. 


Dividing the Income 
Of the many ways of presenting 
the division of the nation’s income, 
by industry, by location, by income 
classes, one of the most instructive 
is that shown in Table I. The type 


of service rendered by the income 


recipient is shown clearly here. 
Wages and salaries in 1939 

accounted for 68 per cent of all 

incomes distributed; proprietors ob- 


tained 16 per cent of the total; 


landlords and recipients of interest 
received 10 per cent; and the bal- 
ance, 6 per cent, was attributable to 
corporate profits. 


_ As has already been pointed out, 


é 


the combined returns to these groups 
more than doubled since 1939. Ar- 


ranging the various groups accord- 
ing to the percentage rise, cor- 
porate profits increased 186 per 
cent, net incomes of proprietors 170 
per cent, salaries and wages 128 
per cent, and interest and net rents 
76 per cent.’ 

Needless to say, these rather 
uneven rates of increase have to 
some extent altered the distribution 
of the total product. For example, 
wages in Table I represented 68 
per cent of the total income in 1939, 
and 67 per cent in 1946. While this 
is a small percentage decline, one 
per cent of the present national in- 
come is $1.5 billion. 

The significance of a high na- 
tional income to businessmen is 
strikingly illustrated by the effect 
of income changes upon aggregate 
business profits. For the six depres- 
sion years, 1931-36, corporate earn- 
ings ranged from $3.8 billions profit 
in 1936 to $3.6 billions loss in 1932, 
averaging considerably less than a 
billion dollars profit a year for the 


1 Computed before figures were rounded. 
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entire period. In the present pros- 
perous period, from 1941 to 1946, 
corporate profits amounted to 
roughly $9 billions in each of the 
six years in question. 

Businessmen thus have consider- 
able interest in maintaining a large 
aggregate income. Over the period 
from 1929 to the present, a change 
of $10 billions in the national in- 
come has been associated with an 
average change of approximately $1 
billion in corporate profits after 
taxes. Net income of proprietors 
has shown a similar sensitivity to 
changes in income. (See Table I 
for the past seven years.) 

Perhaps the important lesson to 
be learned from Table I is that the 
bulk of consumers’ expenditures — 
cash receipts from which profits are 
derived — must come from wages 
and salaries. The recent slump in 
luxury lines such as furs, jewelry, 
“eating out,” and the like, may re- 
flect a decline in the real purchasing 
power of this mass market. High 
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prices necessarily force a conserva-: 
tion of income and its use for only’ 
the more important items in the} 
family budget. For some lines of! 
business, this obviously means a 
decline in sales. 


Disposition of Income 


The division of the national prod-- 
uct among taxes, consumer expen-- 
ditures, and savings is shown in) 
Table II. It is evident that, in any’ 
given year, the great bulk of the: 
income is spent for consumption} 
goods. 

One of the notable achievements | 
of the war period is recorded in the: 
column showing personal taxes | 
from 1939 to 1946. Personal taxes 
paid to state, local, and Federal 
governments, amounting to 4 per: 
cent of the national income in 1939, | 
jumped to roughly 12 per cent dur- 
ing the war years. 

The prodigious amount of saving 
which took place from 1942 to 1945. 


TABLE II 


Nationa INcoME AND Disposition or INcomE Payments, 1939-46" 
(Billions of dollars) 


, Income ese Equals: Less: Equals: 
Wear National Payments Pevcnnal Disposable | Consumer | Net Savings | 
Income _to aes Income of | Expendi- of | 
Individuals? Individuals tures Individuals 

OBO er eran gen aa 71 71 3 68 62 6 
ean Echeptien ckcanta eee reece 78 76 3 ( 66 8 
OOO Se een een o 97 93 4 89 75 14 
sore Lays POO ee aes 122 117 7 111 82 29 
oe a 149 143 19 125 91 33 
ee ee ee 161 157 19 137 98 39 
Ona REAR A ee aes 161 161 21 140 106 33 
OA Gere Pic hohcya ten hale 165 165 19 146 127 19 


! Detail will not necessarily add to totals because of rounding. 


2 Income payments to individuals diff. 
security contributions, and miscellane 


er from the national income because of corporate savings, social 
ous transfer payments. 


3 Does not include corporate undistributed profits—roughly, $5 billions a year since 1941. 


Source: U. S. Department of Commerce. 
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is shown in the last column of Table 

II. Almost one-fourth of the na- 
tional income was saved during the 
war years. The decline in savings 
and the rise in consumer expendi- 
tures in 1946 reflect consumers’ 
normal preference for present 
rather than future goods and 
services. 


The Gross National Product 


The gross national product shown 
in Table III represents the total 
value of currently produced goods 
and services flowing to govern- 
mental units, to business concerns 
for gross capital formation, and to 
consumers. The main items which 
must be added to the national in- 
come to compute the gross national 
product are (1) amounts set aside 
for depreciation —originally de- 
ducted from the gross product to 
obtain the net national income; and 
(2) business taxes—money col- 
lected by business for the govern- 
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ment, but never received by indi- 
viduals as income. 

The businessman is well aware 
of the arbitrary judgments which 
must be made to arrive at deprecia- 
tion figures even within a single 
enterprise. These problems are mul- 
tiplied when depreciation for the 
economy as a whole is considered. 
However, the measurement of the 
gross national product does not in- 
volve the estimating of deprecia- 
tion, and therefore yields a some- 
what more accurate and perhaps a 
more meaningful figure than the 
national income. 

The gross national product came 
into prominence during the war 
years because it revealed clearly the 
total amount spent by industry each 
year for capital formation. By 
neglecting replacement for existing 
nonessential capital goods, it was 
possible to estimate the total amount 
which could be allocated for the 
building of new war plants and 
equipment. 


TABLE III 


RELATION oF Gross NaTIONAL Propuct to NaTIoNAL INcoME, 1939-46" 
(Billions of dollars) 


Add: 

Equals: 

Vear National i Rees 

ee Business Bad atee tae Other Ad- Product 

Taxes Reccres justments? 

RO eae acl ace Ri ond ciel ariiansee 71 10 7 0 89 
AOD AA any zincot ety we. rete aifan/sire:-e 78 12 7 0 97 
AAW Piya. ar lier aebccha tip, steere ore 97 19 8 —3 120 
OAPI 3 SO? OR Ber os er 122 23 8 —1 152 
ee AS ee rae een ak lev siesiets oe. 149 27 8 2 187 
OAL oe Bette sae, cine deste ase 16.0%, ao © 161 30 9 -1 198 
BOLD OM Calan dale «oi ekeny aNd 9 10 161 29 8 1 199 
AG NOR pale: brie) din. aaa Larios 165 25 8 —4 194 


ie) 1 Detail will not necessarily add to totals because of rounding. 


2 Includes inventory revaluation, etc. 
Source: U.S. Department of Commerce. 
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For the present purposes, Table 
III furnishes the bridge between 
data on national income and the 
more detailed figures shown in 
Table IV. The gross national prod- 
uct in Table IV is reduced to three 
categories, each of which represents 
a more or less homogeneous group 
making decisions regarding expen- 
ditures, although for different pur- 
poses. 

Governments, for example, ex- 
pend money for the common wel- 
fare. The businessman expends 
money to maintain and expand our 
stock of capital equipment. The con- 
sumer spends money for his daily 
bread. Thus each category obviously 
represents many different small sub- 
groups, a few of which are dis- 
cussed in the following pages. 

The assistance which such a 
classification lends to our thinking 
lies in the similarity of action dis- 
cernible among the members of each 
group. For example, one group of 
consumers reacts to economic events 
more like other consumers than like 
businessmen or legislators. 


One further point needs to be 
mentioned here. In order to have a 
high gross national product (and 


therefore a high national income), — 


these three groups must maintain in 
total a high level of expenditures. 
Although this is a truism, it never- 
theless is sometimes forgotten that 
expenditures generate income. The 


question of whether prosperity will ; 
in the next few 


be maintained 
years can be rephrased by asking 
whether these groups will maintain 
expenditures at a level sufficient to 
generate, in current prices, a gross 
national product of roughly $200 
billions or more. 


Government Expenditures 


The unprecedented rise in govern- 
ment expenditures during the war 
(Table IV) is impressive evidence 
of the magnitude of the war effort. 
Almost one-half of the gross na- 


tional product was spent by various 


government units during 1943 and 
1944, 


The war over, these expenditures 


TABLE IV 


Gross National: Propuct sy ExPENDITURE Source, 1939-467 
(Billions of dollars) 


Gross 
Year National 
Product 
OS O errr. Contees tines ash aiecn Skee 
1 SOY Tes arene Se a) One Tar Ree aaa Sea oe 7 
OAD eri ycic cia covets ste aerate se ina ovata tene 120 
ROD BR erecta feiiceds tc raisce wicveis esse evahy 152 
OAS peste creyclesroavtels coats ee ers 187 
HOSA mr serch isnt each eve chs 198 
OAS AER Con artleine netiris trees sve 2c 199 
ROBO rcrneuar cst erate ioe ais Seasalbi sas 194 


Government Gross 
Expenditures Private ee dc 
for Goods Capital pene 
and Services Formation tures 
16 11 62 
17 hed 66 
26 19 75 
63 8 82 
94 2 91 
97 2 99 
84 9 106 
35 32 127 


1 Detail will not necessarily add to totals because of rounding. 


Source: U. S. Department of Commerce. 


_ fell in 1946 to almost one-third of 
_ the wartime high. The immediate 
_ replacement of government expen- 
4 ditures by private expenditures was 
an achievement which few foresaw, 
even after taking into account to- 
_ day’s higher price level. 

In 1946, governments spent $35 
billions for goods and services, ex- 
_ clusive of transfer payments. Of 
_ this total, state and local govern- 
ments accounted for roughly $10 
billions. 

In assessing the probable magni- 
_ tude of future spending by state and 
local governments, a reasonable 
assumption is that in the immediate 
future these expenditures will be 
somewhat larger than at present. 
This opinion is based on the rising 
cost of the goods and services re- 
quired to operate schools, to main- 
tain roads, and to render the 
social services expected of these 
governmental units. Many capital 
expenditures of these governments, 
moreover, have been postponed; it 
therefore seems probable that some 
increases in expenditures in this sec- 
tor of the economy can be expected 
in the future. 

The situation with respect to 
Federal spending is less predictable. 
The results achieved by the present 
Congress, although notable, do not 
lead one to believe that further 
significant reductions in Federal 
expenditures are to be expected. 
This is particularly true in view of 
the aid to Europe which is currently 
being discussed. 

The obligations to veterans in- 
curred as a result of World War 
II, expenditures for national de- 
fense, and the service charge on 
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the national debt make a return to 
a Federal budget of prewar size 
out of the question. If all the 
normal functions of government, 
aside from those connected with 
wars, past and future, were com- 
pletely abolished, Federal expendi- 
tures could be reduced by only $5 
or $6 billions a year. 

On balance, it would thus appear 
that the combined expenditures of 
state, local, and Federal govern- 
ments for goods and services will 
at least not go much below $30 bil- 
lions, with the chances probably 
favoring a larger rather than a 
smaller figure. The possibility that 
the national income may shrink to 
$40 billions, as it did in 1932, thus 
seems somewhat remote. 


‘Private Gross Capital Formation 


Perhaps the most volatile compo- 
nent of the gross national product 
is the amount spent for capital for- 
mation. The extent to which re- 
placement and expansion can be 
postponed is illustrated by the 
shrinkage of private gross capital 
formation to $2 billions during 1943 
and 1944 (Table IV). A somewhat 
comparable contraction occurred 
during the depression years in the 
1930’s. 

The expansion by private indus- 
try of gross capital formation from 
the wartime low of $2 billions to 
$32 billions in 1946 was a remark- 
able achievement. The task of main- 
taining these expenditures will un- 
doubtedly be equally formidable. 
This fact is more easily compre- 
hended when it is realized that the 
total reproducible wealth in the 
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country, exclusive of land, mineral 
resources, and household equipment, 
is roughly $400 billions at current 
prices. Thus, if depreciation is over- 
looked, the country is capable of 
completely replacing its stock of 
capital goods in a matter of from 
10 to 15 years: houses, factories, 
machinery, steamships, ad infinitum. 

While this is probably a gross 
exaggeration of what could be done 
at current rates of capital forma- 
tion, nevertheless the thought is 
provocative. Corporate profits (after 
taxes) alone during the fourth 
quarter of 1946 were accumulating 
at an annual rate of $16 billions a 
year. This would tend to indicate 
the possibility of total capital ex- 
penditures considerably above the 
$32 billions spent in 1946. 

Private gross capital formation 
includes expenditures for construc- 
tion, producers’ durable equipment, 
inventory expansion, and net ex- 
ports. Each of these is discussed 
below in somewhat greater detail. 

In 1946, roughly $7.9 billions was 
spent for construction, as compared 
with $3.6 billions in 1939. In real 
terms the picture is slightly less 
optimistic in that the number of 
permanent nonfarm family dwell- 
ings started in the early months of 
1947 was less than for the compa- 
rable period in 1946. In 1946, 670,000 
new permanent units were started, 
together with 330,000 temporary 
structures. By contrast, 515,000 
were started in 1939, 703,000 in 
1941, and 937,000 in 1925. In none 
of these years was temporary hous- 
ing significant. 

The deficiency in housing is one 


of the most obvious aspects of our 
postwar world. Unless continued 
high costs (roughly twice the 1939 
level) smother potential demand, 
this segment of the economy is cer-_ 
tain to bolster capital expenditures | 
for years to come. 

The most uncertain component of | 
private gross capital formation is_ 
the outlay for plant and equipment, 
or producers’ durable goods. In> 
1939, this amounted to $5.5 billions; 
in 1946, to $12.8 billions. These ex-_ 
penditures remain almost wholly 
“unexplained” by the economist, 
that is, seemingly unrelated in a 
predictable sense to other economic | 
variables. 

In this realm it is perhaps best to 
depend on the estimates of business- _ 
men themselves. The Department of 
Commerce, on the basis of a recent 
survey, reports that businessmen, 
exclusive of farmers, plan to in- 
crease their capital expenditures in 
1947 by roughly $2 billions. The 
suddenness with which these plans 
can be altered and the short time 
period covered by the _ forecast, 
however, make this estimate a 
rather dubious tool for our pur- 
poses. 

The situation with respect to in- 
ventories is somewhat more certain. 
In 1946, inventories increased by 
$6.5 billions. A three-billion-dollar 
expansion of industrial, commercial, 
and agricultural loans during 1946 
undoubtedly reflects the need for 
funds to carry these larger inven- 
tories. Although inventories in gen- 
eral do not seem out of line with 
the high level of sales at the pres- 
ent time, continued heavy buying 
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cannot continue without ultimately 
leading to panicky liquidation. Re- 
ports indicate, however, that inven- 
tory accumulation has leveled off in 
recent months. 

The probable course of our net 
export balance is less definite. Net 
exports rose from $1 billion in 1939 
to $4.9 biilions in 1946. At the 
present time, our net export balance 
is the only category of expenditures 
composing gross capital formation 
which continues its rapid expansion. 
This is due, in part at least, to the 
financial aid being given to the war- 
ravished countries of Europe. 

In spite of this large export bal- 
ance, we have failed as a nation to 
take realistic steps to encourage 
long-term trade with foreign coun- 
tries. Trade barriers, although 
reduced, are still formidable ob- 
stacles to trade and the repayment 
of foreign loans. 

For the next few years the out- 
come of the current talks concern- 
ing European reconstruction will 
probably be of as much importance 
in determining the size of our 
future net export balance as the 
purely economic variables which 
might be discussed at this moment. 


Consumer Expenditures 


One of the most stable relation- 
ships in economics is that between 
disposable income and consumers’ 
expenditures. The more income 
people receive, the more money 
they spend. Except for the war 
years, when tremendous pressure to 
save was exerted both by the gov- 
ernment and by the facts of eco- 
nomic life in the form of scarcities, 


the relationship has been unusually 
consistent. 

During the past year normal 
consumer expenditures were bol- 
stered by a rise of consumer credit 
from $6.6 billions in 1945 to $10 
billions. This “deficit financing” on 
the part of consumers must eventu- 
ally slacken. In the immediate fu- 
ture, however, the cashing of a pos- 
sible $2 billions worth of terminal 
leave bonds by former members of 
the armed forces will encourage 
additional spending. 

Of interest in this connection is 
the tendency among lower-income 
groups to liquidate their wartime 
savings in order to meet emergen- 
cies and to care for current ex- 
penses. This is particularly marked 
for families with incomes below 
$2,000. Families with larger incomes 
are more frequently using their 
wartime savings for the purchase of 
consumers’ durable goods and for 
investments. 

While the use of consumer credit 
and the liquidation of savings may 
temporarily maintain a high volume 
of consumer expenditures, they can- 
not be relied upon as a permanent 
prop for the mass markets upon 
which our economy depends. The 
declining share of the national in- 
come received as wages and salaries 
does not favor continued high lev- 
els of income. 

A possible note of optimism can 
be found in the recent tendency of 
people to spend a slightly greater 
proportion of their disposable in- 
come than before the war. The un- 
precedentedly large volume of liquid 
assets —currency, bank deposits, 
and United States government se- 


28 OPINION AND COMMENT 


curities —is believed partly respon- 
sible for this fact. Individual and 
business holdings of liquid assets 
totaled $222 billions as of June 30, 
1946, with personal holdings alone 
accounting for $152 billions of the 
total. 

With a considerable backlog of 
savings, people are apparently will- 
ing to spend more of their current 
income than formerly. If the pros- 
pect for a rapid and substantial 
decline in prices materializes, how- 
ever, consumers may well exhibit 
their well-known persistence in 
waiting for “better buys.” 

Last, if a tax reduction measure 
is ultimately passed by Congress, 
consumer expenditures may be in- 
creased as a result. With disposable 
incomes increased, consumers will 
tend to spend more. The effective- 
ness of this measure depends in 
large part upon who receives the 
benefit of the tax reductions. Peo- 
ple in the lower income brackets 
usually spend most of the income 
they receive. The same cannot be 
said of the high-income brackets, 
for which saving becomes an im- 
portant consideration. 

On the other hand, if investment 
is encouraged as a result of the tax 
reduction measure, the result may 
be that capital formation rather 
than consumption expenditures will 
be encouraged. It makes little differ- 
ence, so far as income or employ- 
ment is concerned, whether money 
is spent upon consumers’ goods or 
for investment. From the  stand- 
point of the various industries in- 
volved, however, the difference may 
be of great significance. 


Summary 


The maintenance of high income 
levels in the next few years is 
favored by a number of considera- 
tions, among which are the willing- 
ness of people to spend current in- 
comes freely, a large backlog of 
demand for housing and other con- 
sumers’ durable goods, and in- 
creased expenditures by state gov-7 
ernments. The practical certainty 
that Federal expenditures will con- 
tinue at relatively high levels is of 
equal significance in evaluating the 
probable course of the nationa 

income. ; 

Somewhat more uncertain, at 
least at the present time, is the pos- 
sible reduction of Federal taxes and 
the proposed program for the re- 
habilitation of Europe. Certainly 
the latter, if put into effect, would 
provide for the maintenance and 
probable expansion of our current 
export balance to Europe. 

The use of wartime savings, the 
cashing of terminal leave bonds, the 
further expansion of consumer 
credit, and the accumulation of in- 
ventories also may continue to 
bolster expenditures for some time 
to come. The temporary nature of 
these stimuli, however, is realized 
by all and in time they must be 
counted on to disappear. 

On the other hand, the declining 
proportion of the national income 
paid out as wages and salaries tends 
to reduce expenditures. The possible 
tapering off of expenditures for 
producers’ durable goods may also 
act as a depressant to the national 
income. This is particularly true in 


x 
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the light of the large proportion of 
_ the national income which is cur- 
_ rently being saved. 

Finally, the importance of many 
_ of these variables depends in part 
- upon the anticipations of the vari- 
_ ous groups concerning the future 
_ level of business activity. Inventory 
changes, to mention the situation 
which is perhaps closest to the 
average businessman, may be grad- 


ual or violent, depending upon the 
outlook of the business community. 
Similar qualifications apply to the 
other variables. 

In any case it should be remem- 
bered that solutions to economic 
problems depend not alone upon 
purely economic considerations but 
also upon matters of politics, tech- 
nology, social organization, and a 
host of related variables. 


_ Individuals’ Saving. — Individuals saved $1.4 billions in liquid form during 
the first quarter of 1947, according to a quarterly analysis by the Securities 
and Exchange Commission. This rate of saving was less than half that in the 
last quarter of 1946 and the lowest since 1940. The sharp decline in saving 
is partly attributable to the drop in disposable income and to seasonal influ- 
ences, but also reflects a decrease in the proportion of income saved. 

For the first time since before the war, individuals reduced their holdings 
of cash and deposits, increased their mortgage indebtedness, and reduced 
_ their investment in securities other than U. S. government. However, they 
increased their holdings of savings bonds and other government securities 
by $1.9 billions, and added $1.7 billions to their equity in government and 
private insurance and $300 millions to their investment in savings and loan 
associations. 


Three Supports to Business. — Three strong supports to business, both in 
the rise of the last half of 1946, and in the maintenance of a high level of 
production and employment during the first half of 1947, cannot be relied 
upon as permanent major sustaining influences. These are inventory accu- 
mulation, the continued deferred demand for goods that stems from the war 
and its dislocations, and export volumes (representing the same kind of 
demand for our goods by foreign countries) materially in excess of general 
expectations. They have afforded this country its opportunity to make the 
adjustment from war to peace under conditions of high employment and 
material well-being. They have given business time to accomplish its physical 
reconversion; provided temporary sellers’ markets which permitted industry 
to absorb the uneconomic costs stemming from unbalanced inventories, labor 
strife, and a degree of both industrial and labor inefficiency ; and afforded the 
Federal government an unexpectedly long and propitious period of high 
national income and tax receipts —a golden opportunity to reduce Federal 
expenditures and adopt a sound fiscal policy of both debt and tax reduction. 
-—From the Business Bulletin (Cleveland Trust Company), June 15, 1947. 
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iru the passing of wartime 
\ Ny price controls, the business- 
man can give more atten- 


tion to the permanent Federal laws 
on price making. It is intended in 
this article to restate the Federal 
laws, and to suggest some problems 
in pricing practices which those 
laws raise. 


Price Differentials in General 


Robinson-Patman Act. The Rob- 
inson-Patman Act, which became 
law in 1936, made it “unlawful for 
any person engaged in commerce, in 
the course of that commerce, either 
directly or indirectly, to discrimin- 
ate in price between different pur- 
chasers of commodities of like grade 
and quality, where either or any 
of the purchases involved in such 
discrimination are in commerce, 
where such commodities are sold 
for use, consumption, or resale 
within the United States... and 
where the effect of such discrimina- 
tion may be substantially’ to lessen 
competition. or tend to create a mo- 
nopoly in any line of commerce, or 
to injure, destroy, or prevent com- 
petition with any person who either 
grants or knowingly receives the 
benefits of such discrimination, 
or with customers of either of 
theme.” 


* This first of two articles on pricing 
policies deals mainly with the provisions 
of the Robinson-Patman Act; the 
second will discuss the Sherman Act 
and the other fair trade laws. 


What Commerce Covered. The 
Act applies to interstate commerce. 

A person is deemed to be engaged 
in interstate commerce, and there- 
fore is covered by the Robinson- | 
Patman Act, when he sells to two or 
more out-of-state buyers who are in 
competition with each other; and 
when he sells to an in-state buyer 
and to an out-of-state buyer, who 
compete with each other. 

One who sells exclusively to buy- 
ers within his own state is not 
covered by the Federal Act, unless 
his in-state buyers sell to out-of- 
state buyers, or unless he has grant- 
ed a discriminatory price to an in- 
state buyer who has been buying 
from an out-of-state party. 

Sales to the United States gov- 
ernment and other governmental 
and municipal agencies, sales to 
religious, educational, and charitable 
institutions, sales to cooperative as- 
sociations and libraries, sales for 
export, and sales of services are 
exempted by the Robinson-Patman 
Act. In these cases, the seller may 
fix prices above or below his ordi- 
nary prices, unless prohibited by a 
state law. 

About half of the states have 
laws against price discrimination 
within their borders. 

It may be noted at this point that 
any pricing practices suggested 
under this topic, “Price Differen- 
tials in General,” as being lawful 
for a seller to adopt and follow, 
have reference to those practices 
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when adopted and followed by him 
independently and when he acts 
alone, and not to the same pricing 
practices when adopted and_fol- 
lowed pursuant to any agreement or 
in combination with other sellers. 
Pricing practices in combination 
with others will be considered in a 
second article, when problems under 
the Sherman Act are taken up. 


_ Differentials Permissible under 
the Act. The Robinson-Patman Act 
provides that “nothing herein con- 
tained shall prevent differentials 
which make only due allowance for 
differences in the cost of manufac- 
ture, sale, or delivery resulting from 
the differing methods or quantities 
in which such commodities are to 
such purchasers sold or delivered” ; 
and that “nothing herein contained 
shall prevent price changes from 
time to time where in response to 
changing conditions affecting the 
market for or the marketability of 
the goods concerned, such as but not 
limited to actual or imminent de- 
terioration of perishable goods, ob- 
solescence of seasonal goods, dis- 
tress sales under court process, or 
sales in good faith in discontinuance 
of business in the goods concerned.” 

Different Manufacturing Costs. 
A difference in the cost of the man- 
ufacture of goods sold to one buyer 
from the cost of the manufacture 
of goods sold to another buyer al- 
ways justifies a difference in price 
between the two buyers. 

The difference in price allowed a 
buyer must be no more than the dif- 
ference in cost warrants, and must 
be directly traceable to his order 
alone. Thus, if one is able to make 
300 units of a product at a cost of 
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$300, or $1 each, but can make 500 
units at a cost of $400, if made at 
the same time, he cannot sell the 
last 200 units at a per-unit price 
lower than that of the first 300, but 
must base his price to all who buy 
these goods under like conditions 
upon the average cost of all the 
units. 

Differences in price may be made 
on quantity orders only if the dif- 
ference in price represents the real 
difference in the cost of manufac- 
ture, sale, or delivery of the goods. 
A discount larger than the actual 
difference in cost will make the 
seller subject to the law. 

Quantity bracket discounts should 
be consistent and regular, and the 
progression from one bracket to 
another should reflect the actual 
difference in the cost of the goods 
of one bracket over the cost of 
goods of the next bracket. The line 
between brackets should be made at 
points at which the cost of manu- 
facture, sale, or delivery makes a 
definite change. 

For example, if a seller allows 5 
per cent discount on orders of from 
1,000 to 2,000 units and 10 per cent 
discount to buyers who take over 
2,000 units, there will be an illegal 
price discrimination between a buyer 
who takes 1,990 units and one who 
buys 2,010 units, unless there is a 
clear change in the seller’s cost in 
the manufacture, sale, or delivery 
of the goods. 

The more discount brackets which 
the seller has, the more likely it is 
that his discount system will repre- 
sent the real difference in cost of 
the goods of one bracket over that 
of the goods of his next bracket, 
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and the more inclined will the Fed- 
eral Trade Commission and the 
courts be to regard such a system 
as legal. Discounts arbitrarily as- 
signed may lead to trouble. 

If a seller has a series of small 
transactions with the same buyer 
over a period of time—each in 
itself small but in the aggregate 
large — he is not justified in grant- 
ing the buyer a cumulative discount 
except as the difference in the total 
price is traceable to a saving in the 
cost of manufacture, sale, or de- 
livery which the accumulation of 
transactions has made possible, and 
no further. The mere fact that he 
has received a number of orders 
from the same person is not, in 
itself, evidence that there has been 
a saving in the cost of manufac- 
ture, sale, or delivery. 

The fact that a seller has a single 
order from a group of purchasers 
does not justify a quantity discount 
to each. He can, in such a case, 
allow to each only such difference 
in price as the savings made pos- 
sible by the joint order over a series 
of independent orders makes pos- 
sible. A different price may be per- 
missible if the joint order is shipped 
to a single destination point, and 
the buyers assume the burden of 
the cost of division, distribution, 
and storage. If the seller has the 
latter burden, he can make a differ- 
ence in delivered prices among the 
joint buyers only to the extent that 
this burden varies among them. 

However, a seller will be able to 
justify a lower price given a buyer, 
if he can show that there was a 
lower cost of manufacture made 
possible by off-season production 


with lower cost of material or labor. 

A difference in price can be jus-+) 
tified when there is a difference in 
cost because the goods are of differ- 
ent quality or grade. But the seller 
cannot discriminate among buyers 
of merchandise of the same quality 
or grade. His prices must be con- 
sistent and uniform for purchasers 
who buy like products under like 
conditions. He may make the same 
price for goods of different grades) 
or quality, if he makes that same 
price open to all competing buyers) 
who buy under like conditions. 

A difference in price is justified] 
when the seller is required to crate,, 
package, sack, or otherwise pre-: 
pare the goods for shipment in a) 
way different from that required by’ 
other buyers, but that difference in| 
price must not represent more than) 
the difference in the costs involved. , 
A difference in the size of packages 
does not warrant more than a pro-. 
portionate difference in price, un- 
less he can show that it actually 
costs more to prepare a different-| 
sized package. . 

A difference in class of buyers 
does not, of itself, justify a differ-. 
ence in price. The law does not dis- | 
tinguish between the large mail-_ 
order house and the small merchant. | 
A difference in price granted to 
buyers of a different size or type 
of business must meet the require- 
ments of the law. That difference 
in price is permissible only as the 
seller can show an actual difference 
in the cost of manufacture, sale, or 
delivery of the goods sold one buyer 
as compared with the like costs of 
the goods sold to another buyer. 

If the competitors of a seller 


7 
a 


grant larger discounts to whole- 
-salers than to retailers, he is free to 
grant correspondingly different dis- 


fa : 
- counts under the “meeting a com- 


a 


hereinafter mentioned, but he can 
_ grant these only so far as is neces- 
_ sary to meet competition. 
A seller cannot give free goods 
_ or premiums to one buyer and not 
_ to other buyers who purchase like 
_ goods under like conditions. If he 
2 gives free goods or premiums to one 
_ buyer or to some buyers, but not to 
_ others paying the same prices for 
- similar goods under similar condi- 
_ tions, he is guilty of allowing a 
_ different net cost to some from what 
he allows others, and is guilty of 
illegal price discrimination. 

Different Sales Costs. A seller 
who incurs a difference in costs be- 
tween two sales is entitled to price 
his goods differently to the buyers 
involved. 

He may charge a credit buyer 
more than he charges one who pays 
cash. He may make a difference in 
price or in discounts if the credit 
terms vary as to time. For example, 
he may grant a 10 per cent discount 
to buyers who pay within ten days, 
5 per cent to those who pay within 
thirty days, and 2 per cent to those 
who pay within sixty days. He may 
grant different credit prices and 
discounts to buyers of different 
credit ratings, so long as his prices 
and discounts are uniform to buyers 
of the same credit rating. 

The seller may charge a buyer 
more, if the purchase is made 

- through a salesman of the seller, 
than he does if the purchase is 


‘petitor’s price” provision of the law, 
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made direct from the seller or 
through the mail. 


Different Delivery Costs. A seller 
who incurs a difference in costs of 
delivery between two buyers may 
make a similar difference in his 
prices to them. 

He may charge a buyer to whom 
he delivers the goods more, to the 
extent of his extra cost in trans- 
portation and in delivering the 
goods, than he charges a buyer who 
takes delivery at-his plant. He may 
make a difference in price if there 
is a difference in the delivery cost 
due to a difference in the distances 
over which the delivery is made. 
He may charge a higher price to a 
buyer who requires delivery of his 
purchase by a special messenger, or 
by other than the seller’s regular 
delivery, than he does to a buyer 
whose purchase is delivered in the 
seller’s regular delivery. He may, 
as heretofore stated, charge a buyer 
more if that buyer’s purchase re- 
quires a higher cost in crating, 
packaging, or in other preparation 
for shipment on the seller’s part 
than his other sales require. He 
may charge one buyer who gives a 
single order, calling for a series of 
deliveries over a period of time, a 
certain price and he may charge 
another buyer a higher price be- 
cause his orders are separately made 
and require extra‘costs in sale ex- 
pense and in expense of deliveries. 

However, in such cases, he can- 
not make a difference in price 
greater than his difference in the 
cost of manufacture, sale, or de- 
livery; otherwise, he will be guilty 
of illegal price discrimination. His 
prices must be uniform for all buy- 


ers who buy like goods under like 
conditions. 


Changes in Market Conditions. 
As heretofore stated, a seller may 
make changes in prices from time 
to time in response to changing 
conditions affecting the market for 
or the marketability of the goods 
concerned. 

The “changes in market condi- 
tions” provision permits price 
changes when made in response to 
changing conditions affecting the 
market for or the marketability of 
the goods concerned. This may give 
the seller proper leeway to protect 
himself. He will not ordinarily re- 
duce prices uniess there is a com- 
pulsory element present. He will 
not usually increase prices, for he 
may have to face stronger competi- 
tion which might cause him a loss 
of sales. 

A seller is permitted to lower 
prices on old seasonal goods, such 
as goods out of style or otherwise 
obsolete. These goods may be sold 
at prices lower than those which 
prevailed at the height of demand. 
When deterioration of perishable 
goods is actual or imminent, they 
may be sold at lower prices. 

A seller who is in good faith dis- 
_ continuing his business in the goods 
concerned may sell his goods for 
such prices as he is able to obtain. 
The seller gets the exemption when 
he is going out of business in the 
merchandise, but the provision does 
not apply when he is not in good 
faith discontinuing his business — 
for example, if he is conducting a 
so-called “closing-out” sale, but is 
not, in fact, terminating his busi- 
ness. 
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Unless the case is one which cam 
come under one of the exemption 
mentioned, the Federal law has n 
specific provision about sellin 
goods below their cost. However; 
unless the case is one which ca 
qualify under one of these exem 
tions, a seller who sells below cos 
may find that he has violated the 
Robinson-Patman Act, and that he: 
is guilty of illegal price discrim- 
ination, if the effect of such dis- 
crimination is to lessen competition 
or to create a monopoly in any 
line of commerce, or to injure, de-. 
stroy, or prevent competition with: 
either of the parties to the sale.. 
And some thirty of the states have 
laws prohibiting intrastate sales be-. 
low cost. 


Protection against Change in) 
Price. Provided a seller makes a} 
future delivery price available to: 
all his customers, he may guarantee: 
prices over a specified period, even: 
though the market price for like 
goods changes within that period. 
He may contract to deliver at a 
future date at prices different from: 
or the same as current prices, if 
he gives all his buyers the same 
opportunity under like conditions. 
An option for future delivery is 
valid if based upon a legal con- 
sideration, and if like buyers are 
given the same opportunity to ob- 
tain a like option. 

A seller may guarantee any buyer 
against market decline, and make 
the necessary rebates, if he has 
given his other buyers a reasonable 
Opportunity to obtain a like guar- 
antee. 


Meeting a Competitors Price. 
The Robinson-Patman Act provides 


that a seller may rebut the prima 


_ facie case of illegal price discrim- 


ination “by showing that his lower 
price or the furnishing of services 
or facilities to any purchaser or 
_ purchasers was made in good faith 


_ to meet an equally low price of a 


_ competitor, or the services or facili- 
ties furnished by a competitor.” 

Thus, a seller may quote to any 
buyer a price equal to that of a 
competitor even though that price 
is less than his usual price at that 
_ point for like goods. If the lower 
_ price equals the price being charged 
by a competitor, and is one at 
which the buyer would otherwise 
not buy from him, the law is met. 
However, the seller has no right to 
make a price lower than that of 
his competitor on this basis alone. 
This provision in the law protects 
the seller only when he quotes a 
price equal to that of a competitor, 
and it does not justify his giving a 
buyer a price lower than his com> 
petitor’s price, unless he is giving 
to that buyer the same price he is 
giving regularly to other buyers of 
like goods under similar conditions. 

Buyer's Liability. The Robinson- 
Patman Act “makes. it“... un- 
lawful for any person engaged in 
commerce, in the course of such 
commerce, knowingly to induce or 
receive a discrimination in price 
which is prohibited... ” 

The buyer who knowingly induces 
or receives the benefit of an illegal 
price discrimination, as well as the 
offending seller, is subject to the 
penalties of the law. If a buyer 
asks of the seller a price, which, 
if given, will discriminate illegally 
against any competitor of this 
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_ buyer, the seller can well call the 


buyer’s attention to the fact that 
the pricey if granted, would subject 
not only him, but the buyer also, to 
the penalties of the law. If the 
seller will do this, he will have 
fewer requests for deviation from 
his legal pricing practices. 

Pricing methods founded upon a 
classification by zones, and the re- 
strictions of the brokerage and 
promotional allowance provisions of 
the Robinson-Patman Act, will be 
considered under separate headings, 
rather than as a part of the general 
subject, “Price Differentials in 
General.” 


Brokerage or Commission 
Payments 


The Robinson-Patman Act makes 
it “unlawful for any person engaged 
in commerce, in the course of such 
commerce, to pay .. . or to receive 

. anything of value as a com- 
mission, brokerage or other com- 
pensation, or any allowance or dis- 
count in lieu thereof ... either to 
the other party to such transaction 
or to an agent, representative, or 
other intermediary therein where 
such intermediary is acting in fact 
for or in behalf, or is subject to the 
direct or indirect control, of any 
party to such transaction other than 
the person by whom such compen- 
sation is so... paid.” 

This provision does not make it 
an ingredient of the offense that 
discrimination in price result, or 
that competition be injured. The 
fact that the offender was acting in 
good faith is unimportant. It is un- 
lawful for a seller to make broker- 
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age or commission payments of any 
kind to the buyer or to any agent 
or other intermediary wlfo is act- 
ing for, or who is subject to the 
direct or indirect control of, or who 
is paid by the buyer. 

A seller cannot lawfully make 
such a payment to any ostensibly in- 
dependent agency, if that agency is 
acting for, or is under the control 
of, or is paid by, the buyer, or by 
any one other than by the seller 
himself. Likewise, a buyer cannot 
make such a payment to the seller, 
or to any broker or other agent or 
sales agency which is acting for, 
or is paid by, the seller, or is under 
the control of the latter. 

It boils down to this: The seller 
may pay brokerage or commission 
payments only to his own broker or 
other agent for services actually 
rendered to him in making the sale, 
and the buyer may make such pay- 
ments only to his own broker or 
other agent for services actually 
rendered to him in connection with 
his purchase; and in both cases only 
if the payment made by either party 
to the sale does not reach or in any 
way or at any time benefit the other 
contracting party, or any.agent paid 
by the other party or subject to his 
control. 

The law prohibits payment of a 
brokerage or other compensation to 
a “broker” who is in fact the real 
buyer, even though the seller does 
not know such to be the fact. Since 
the law does not define the term 
“broker,” the seller can, for his pro- 
tection, apply the FTC tests of a 
“buyer.” The FTC considers one to 
be a buyer, and not a broker — re- 
gardless of the fact that he calls 


himself a broker, and may, in fact,, 
be acting as a real broker as to: 
other sellers —if, in the case being’ 
considered, he purchases merchan- 
dise and resells on his own account; 
if he insures the goods purchased in 
his own name or pays the taxes 
levied thereon; if he owns trade- 
marks or brands under which the 
property is to be resold; or if he 
files claims with a carrier for dam- 
age to the goods while in transit 
from the seller. 

The law prohibits a seller from | 
paying brokerage or other compen-_ 
sation to any agency, no matter 
what the agency is called, if it is 
under the direct or indirect control 
of the buyer, even though it receives | 
no payment from the buyer. The 
purpose is to insure that no pay- 
ment made by the seller, or any 
benefit thereof, can reach the buyer. 
Even though the buyer may not him- 
self actually receive any part of the 
seller’s payment, the agency so re- 
ceiving payment might possibly, 
because of this seller’s payment, 
render a benefit to the buyer in pur- 
chases made by that agency in 
transactions carried on for him with 
other sellers. And the same is true 
of any such payments made by the 
buyer. They are illegal, if the seller, 
or any one under his control, can 
obtain or does obtain any benefit, 
directly or indirectly, therefrom at 
any time or in any way. 

The brokerage provision of the 
Robinson-Patman Act contains the 
exception: “. . . except for services 
rendered \in connection with the 
sale or purchase of goods, wares or 
merchandise . . .” 

Thus the seller can pay the buyer, 


_or his broker, or other intermediary, 
compensation for services rendered 
in connection with the sale or pur- 
_ chase of goods, wares, or merchan- 
a dise. One might think, at first 
] 


__ glance, that such payments would be 
permissible for services rendered 
_ by the buyer to make the negotia- 
tions less expensive, or even more 
_ convenient, on the part of the seller, 
but the FTC and the courts have 
narrowed their interpretation of the 
exception to include only those cases 
_in which a difference in price is per- 
mitted by other provisions of the 
Robinson- Patman Act. For example, 
the buyer, as a part of the purchase 
agreement, may agree to pack, can, 
or label the goods; such an agree- 
ment, as stated heretofore, justifies 
the seller in making a lower price to 
that buyer than he does to other 
buyers for whom he himself per- 
forms such services. 

A seller may not lawfully .make 
payment of brokerage or. other 
compensation to his own broker, in 
payment for services which are to 
enable the buyer to resell the goods, 
even if such services are normally 
performed by such a broker; the 
courts and the FTC will regard such 

_ payments as creating a benefit to 
the buyer. With the wording of the 
brokerage prohibition provision, it 
is a question to what extent the 
seller can lawfully make such pay- 
ments, even if all his buyers are per- 
mitted to have the benefit of such 
reselling assistance. 

If a seller makes sales through 
an agency which acts both as a 

_ broker for the seller and as a buyer 
or for the buyer, he should pay only 
for the services which are handled 
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on an agency basis. His practices on 
fixing brokerage payments for his 
brokers and other sales agents 
should be consistent and he should 
show the same consistency in his 
discounts for buyers. Furthermore, 
he should make known to all such 
agents and to all his buyers what 
commissions and discounts are pos- 
sible. Brokerage and commission 
payments must represent only 
services actually rendered to the 
person making such payments. 

Any seller may discontinue using 
brokers and make his sales direct. 
He will be protected here, if he 
makes the same price available to 
all his buyers of like goods under 
like conditions, even though some 
of his buyers employ brokers in 
their purchases from him. 

If a seller employs a salesman on 
a commission basis, and the sales- 
man, in making a sale to a buyer, 
splits with that buyer the commis- 
sion which his employer pays him, is 
the seller liable? The Act does not 
specify whether he is guilty of mak- 
ing an illegal brokerage payment or 
not, but this buyer is getting his 
purchase at a lower net cost than 
other like customers of that seller 
unless they have the same oppor- 
tunity. 

The seller can, at least, notify his 
known customers that his salesmen 
have no authority to split their com- 
missions with any one. He can give 
definite instructions to his salesmen 
that they are not to give any prefer- 
ence whatsoever to any buyer. If 
the seller does this, he may escape, 
in part at least, the penalties of the 
law, in the event that the charge of 
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granting an illegal brokerage is 
brought against him. In fact, it 
should be a case wherein the courts 
and the FTC could regard the act 
of the salesman as one outside his 
employment and, hence, not an act 
to be imputed to his employer, the 
seller; and the seller might escape 
with no more than a cease and 
desist order and, perhaps, without 
that. 


Promotional Allowances 


There is no reason why the manu- 
facturer of a product may not ad- 
vertise that product in his territory, 
paying the entire cost himself, so 
long as there is no discrimination 
against buyers. He may wish to 
push sales of his product more in 
one part of his territory than he 
does in another. The Robinson- 
Patman Act specifically provides 
that “nothing herein contained shall 
prevent persons engaged in selling 
goods .. . from selecting their own 
customers in bona fide transactions 
and not in restraint of trade.” He 
may wish to choose customers from 
one part of his territory and to 
abandon the rest. Accordingly, he 
should be able, so far as the Fed- 
eral law is concerned, to advertise 
in one community and not in an- 
other, if he is abandoning the latter. 
However, about half of the states 
have state laws which prohibit cer- 
tain forms of discrimination in ad- 
vertising between different parts of 
their own sovereign territory. 
There is no reason why a dis- 
tributor should not advertise the 
product of his manufacturer. If he 
pays the entire cost himself, he is 


doing only what his competitor may’ 
also do if he wishes. 

But difficulty arises when a manu-- 
facturer and his distributor join in| 
an advertising program. It is becom-: 
ing more and more common for a] 
manufacturer and his distributor or 
distributors to carry on a joint or: 
cooperative advertising campaign to) 
push sales of the products of the 
manufacturer for their common 
benefit. Here, promotional allow- 
ances made by the manufacturer to 
one or more of his distributors, but | 
to less than all, may take the form. 
of a concealed price discrimination, 
which the Robinson-Patman Act 
was intended to prohibit, and which 
the FTC will hold to be illegal. 

The Robinson-Patman Act makes 
it “unlawful for any person engaged 
in commerce, in the course of such > 
commerce, to be a party to... any 
transaction . . . which discriminates 
to his knowledge, against competi- 
tors of the purchaser, in that any 
discount, rebate, allowance, or ad- 
vertising service charge is granted 
to the purchaser over and above any 
discount, rebate, allowance or adver- 
tising service charge available at 
the time of such transaction to said 
competitors in respect to a sale of 
goods of like grade, quality and 
quantity.” This provision does not 
require the purchaser to be a re- 
seller. 

The provision just quoted appears 
to make “to his knowledge” an ele- 
ment necessary to make such an 
allowance illegal. However, even in 
cases in which the alleged offender 
proved lack of knowledge as a de- 
fense, the FTC has been able to 
find the allowance made by him il- 


legal under some other provision of 
_ the law, so that “to his knowledge” 
has been ineffective as a_ shield 
cs against proceedings by the Federal 
_ agency in an advertising allowance 
_ case. 

There is a second provision in the 
_ Robinson- Patman Act which makes 
it “unlawful for any person engaged 
in commerce to pay ... anything of 


_value to ...a customer ... in the 
course of such commerce as com- 
pensation ... for any services or 


- facilities furnished by . . . such cus- 
_ tomer in connection with the proc- 
essing, handling, sale ...of any 


products or commodities manu-' 


factured, sold or offered for sale by 
such person, unless such payment or 
consideration is available on pro- 
portionately equal terms to all other 
customers competing in the distribu- 
tion of such products or commodi- 
ties.” It is to be noted that the 
presence of “knowledge” in the of- 
_ fender is not necessary to a viola- 
tion of this provision. Nor is it 
necessary that there be an injury to 
competition. 
As if it were not satisfied with the 
two provisions mentioned, the Fed- 
eral Congress inserted also a further 
provision in the Robinson-Patman 
Act making it “unlawful for any 
person to discriminate in favor of 
one purchaser against another pur- 
chaser ... of a commodity bought 
for resale, with or without process- 
ing by... furnishing ... any serv- 
ices or facilities connected with the 
processing, handling, sale . . . of 
such commodity so purchased upon 
terms not accorded to all purchasers 
on proportionately equal terms.” 
Here, again, “to his knowledge” 
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is not an element necessary to the 
offense. The commodity is to be one 
bought for resale. It is not neces- 
sary that the offender be engaged 
in commerce. 

It is clear that all promotional 
allowances, in order to be. legal 
under the provisions of the Robin- 
son-Patman Act, must be on “pro- 
portionately equal terms” to all 
competing customers. The law, how- 
ever, does not define “proportion- 
ately equal terms,” and the rulings 
of the FTC and of the courts do 
not tell definitely what is required. 
Many points remain unsettled, but 
certain principles have been estab- 
lished. 

1. All customers of a seller must 
have complete information of all 
possible promotional allowances per- 
mitted by him. They should know 
what promotional services they are 
to provide to get the proportional 
allowance. They should know of 
differentials and the contractual re- 
quirements as to each. They should 
know in detail what steps they must 
take to obtain a higher allowance 
than the one they have been receiv- 
ing. If a manufacturer does inform 
each reseller as to the latter’s obli- 
gations in detail, with the respective 
allowance benefits permitted, then 
he is not guilty of granting pro- 
motional allowances to one buyer 
without making such allowances 
available to other customers who 
handle like goods for him under 
similar conditions. A buyer who 
does not know that he is eligible for 
an allowance may not apply for one 
even when he can meet the seller’s 
requirements; if so, he may not be 
obtaining his purchases at the same 
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net cost as do other buyers who 
know and take advantage of pos- 
sible allowances. The result is illegal 
price discrimination. 

2. If a seller makes his require- 
ments for a particular allowance so 
restrictive that only a few of his 
buyers can qualify for it, when he 
has other buyers who purchase like 
goods from him under like condi- 
tions, and who carinot qualify for 
the same allowance, he will be giv- 
ing to those of the first group a 
lower net cost for their purchases 
than he does to those of the other 
group, and illegal price discrimina- 
tion will result. He must make his 
requirements for each individual 
allowance such that all his buyers, 
who purchase similar goods under 
like conditions, can qualify and 
take advantage of each allowance, if 
they wish to do so. The test is not 
so much one of amount, as it is of 
the basis on which the allowance 
is to be determined. 

3. The manufacturer may fur- 
nish demonstrators to his distribu- 
tors. The distributors may pay the 
demonstrators themselves, and be 
reimbursed by the manufacturer, or 
the manufacturer may pay the dem- 
onstrators direct. 

The manufacturer may furnish 
samples, booklets, leaflets, exhibits, 
display sheets, and other ,promo- 
tional material for the distributor 
to give his own customers or insert 
in local newspapers. He must be 
certain that; in furnishing such dem- 
onstrators, facilities, and material, 
he is meeting the “proportionately 
equal terms” test as to competing 
distributors. 

Thus, a seller of cosmetics was 


held to have violated the allowanc 

provision by paying only one-hal 

of the salary of a cosmetics dem- 
onstrator when the latter was serv- 
ing one reseller, whereas he had: 
paid the full salary of the same: 
demonstrator when he was serving 
that reseller’s competitor next door.. 

A seller may furnish premiums,, 
coupons, and the like to his cus-. 
tomers for distribution by them in} 
their resales to their buyers, pro- 
vided he makes such reselling assist- 
ance available to all his customers 
on proportionally equal terms. | 

4. An allowance made by a seller 
for promotional services rendered 
by the distributor-buyer must be for 
services actually furnished by the 
latter. It must not be an allowance 
made for fictitious services, or as a 
gift, else that buyer will be obtain- 
ing the products of the seller at a 
lower net price in discrimination 
with his other customers, and an 
illegal price discrimination will re- 
sult. The services rendered to obtain 
the allowance should be proportion- 
ate to the benefit received. The 
“proportionately: equal terms” test 
must be met. 

A seller who makes an allowance 
to a buyer for advertising purposes 
should require the buyer receiving 
such benefit to furnish him copies 
of all advertising put on by the 
buyer for the allowance, as proot 
that the specified promotional serv- 
ices have been furnished. He shoul 
retain such copies for his protectior 
in the event that a competing buye 
of his raises the question whethe: 
the payments were justified anc 
whether illegal price discriminatior 
was involved. 
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5. The seller may wish to make 
the promotional allowances to his 
- distributors depend upon many fact- 
_ ors, such as: (a) volume of sales; 
(bd) use of exhibits and display ma- 
terial in newspaper advertisements 
_as well as in stores; (c) kind, num- 
ret Eber, and circulation of papers used; 
ed) amounts paid to demonstrators; 
_ (e) quantity of goods handled poe 
Eine a stated period; (f) return of 
facilities furnished; (g) whether 
the distributor handles only the 
 seller’s products or handles mer- 
_ chandise of other sellers, competing 

or not with him; and upon other 

factors. 

Perhaps a promotional allowance 
scheme might thus be evolved which, 

open to all resellers, would permit 
any one reseller to obtain just such 
promotional facilities as he desires 
and the proper allowance for the 

services he renders. With such a 

plan open to all, the seller would be 
regarded as granting promotional 

allowances on “proportionately equal 
terms” to all. 

But such a procedure, dependent 
for maximum benefits upon many 
factors, may cause the seller incon- 
venience. Besides, it is not clearly 
understandable by the average re- 
seller, who finds it hard to decide 
which parts he should avail himself 
of and which not. Further, it may 
lead to prejudice on the part of 
some resellers who may not have 
exactly the same estimate of the 
merit of each factor as the seller 
has. Such resellers may be inclined 
to question whether the seller is 
granting his allowances on propor- 
tionately equal terms. Thus, the 
more complicated the seller makes 


the basis for his allowances for 
advertising and the like, the more 
unsatisfactory such a scheme may 
be to the reseller, even though the 
latter has a choice of which facili- 
ties he will receive, and which pro- 
motional projects he will undertake. 
As a result, the seller may find the 
good will of his business impaired. 

Ordinarily, the easier the basis 
for determining allowances is to 
understand, the more satisfactory 
that basis will be. Ease of compu- 
tation by both parties is a desirable 
feature, and there is less likelihood 
that the seller’s good will will be 
impaired. Any reseller can under- 
stand an allowance based upon a 
flat sum per unit or upon a percent- 
age of total sales. Allowance meth- 
ods which fix,the amounts by per- 
centage of total sales or upon the 
basis of a flat sum per unit are the 
ones most generally used. Such 
methods, if the allowances per- 
mitted thereby are open to all buy- 
ers who buy like goods under like 
conditions, will ordinarily be re- 
garded as meeting the “proportion- 
ately equal terms” test, and as being 
legal, assuming that the services to 
be rendered by the reseller to obtain 
the allowances are actually fur- 
nished by him. 

The services to be rendered by 
the reseller to obtain his allowance 
should be equal to the amount ob- 
tained. Or, conversely, the amount 
of the allowance made by a seller 
should be equaled by the benefit 
received by him from the promo- 
tional service furnished by the buyer 
to obtain the allowance. If a reseller 
does not furnish the proportionate 
promotional service, he will be re- 


| 


garded as obtaining his purchases 
at a lower net cost, and thus an 
illegal price discrimination will 
result. 

Zone Pricing 


In zone pricing, the seller makes 
the same delivered price to all his 
purchasers located in a certain 
zone or territory, and a different 
delivered price to his purchasers 
in another zone or territory, and 
this regardless of the location of 
his shipping point and the distance 
from it to the destination of the 
goods. 

The seller divides the territory 
served by his business into zones 
for the purpose of computing trans- 
portation charges. Customers with- 
in the same zone are charged the 
same delivered price even though 
the actual transportation costs in- 
curred by the seller may differ 
among the buyers in the same zone; 
and customers in a more distant 
zone are charged a delivered price 
different from that of customers in 
the near zone, even though some 
buyers in the distant zone may be 
located approximately the same dis- 
tance from the seller’s mill as some 
of his buyers in his near zone. 

Whether a zone is large or small, 
it is possible that customers of the 
same seller in the same zone will be 
located at different distances from 
his factory. A buyer nearer the 
factory may be discriminated 
against when he is given the same 
delivered price as a buyer located 
in the same zone, but at a greater 
distance from the factory. The tend- 
ency in the FTC rulings and in the 
court decisions has been to find the 
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discrimination illegal under the Act, 
because the customers located nearer: 
the seller’s plant are being charged 
a higher cost for their purchases 
than those located farther away,, 
after allowance is made for the? 
seller’s difference in cost of delivery... 

If a seller so establishes his zones} 
that each covers only a small area,, 
and the actual difference in trans}: 
portation cost to the different cus- 
tomers within the same zone is very’ 
small, the courts will probably hold 
that he is not guilty of illegal price 
discrimination. However, the more 
numerous he makes his zones, the 
more burdensome the zone system 
may be to him, and he may prefer 
to adopt a pure f.o.b.-mill-pricing 
basis, which is apparently just what 
the FTC intends him to do. 

Thus, a seller’s delivered prices 
will be higher in a zone farther 
away from his factory than in the 
zone in which his factory is located. 
If he has a competitor whose plant 
is in his more distant zone, that 
competitor may be able to undersell 
him in his distant zone. Under the 
“to meet a competitor’s price” ex- 
emption in the law, the seller can 
reduce his delivered price in the 
more distant zone to one equal to 
that of his competitor. Likewise, too, 
under the same exemption, the com- 
petitor could reduce his delivered 
price in the seller’s near zone tc 
meet that of the seller. If both dc 
this, then it will be in the middle 
zones of each that the deliverec 
prices of both will be higher than ir 
the zones nearest to and in those 
more distant from each of thei: 
plants. But this alone will not resul 
in illegal price discrimination ot 


3 


g part of either, for they are do- 
_ ing only what the exemption in the 
law permits them to do, assuming 
that they are acting independently 
and not by agreement or in combi- 
nation with each other. 


si ~ 


. 
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A seller may be guilty of illegal 
price discrimination if he charges a 
customer in one zone a higher de- 
livered price than he charges a cus- 
tomer in an adjacent zone, if his 
actual transportation costs for the 


The exemption which permits a 
seller to reduce his price to meet 
that of a competitor does not in- 
clude the raising of prices in one’s 

_ near zone to meet those of a distant 
_ competitor. The provision in the law 
permits a reduction in price and 
not an increase to equal that of a 


two are about the same. This may 
happen if the two customers are 
located close to each other, both 
being near the line separating the 
two zones. The seller should locate 
his zones so that the boundary lines 
of each do reflect an actual change 
in his transportation costs. 


competitor. 


World Rehabilitation. — It is a formidable task that we are being asked to 
embark upon, and stakes are high. But we cannot sit on the sidelines. 
“Splendid isolation” has gone with the wind in this atomic age. Two world 
wars in one generation are grim reminders that our fate is intricately linked 
with that of Europe, which would most likely be the breeding ground in the 
event of another war. So while we have time, every reasonable effort should 
be made to help repair war-torn Europe, which is such a dominant force in 
international affairs. Furthermore, we are vitally interested in world re- 
covery, as our domestic economy is closely tied to foreign trade. At present, 
exports account for 10 per cent to 15 per cent of our national output. 
Europe is our chief customer, and before the war took about 42 per cent of 
our exports and furnished us with 28 per cent of our imports. At this time 
our heavy exports —running at the annual rate of around $15 billions — 
are the principal sustaining influence to the boom. But the bulk of net ex- 
ports is financed by grants and loans from the United States. This is an 
unhealthy situation, and must be corrected by setting up a system that will 
make it possible for Europe to be better able to pay her way. — From the 
New England Letter (First National Bank of Boston), June 30, 1947. 


A New Application of the Law of 
Retail Gravitation 


P. D. CoNVERSE 
Professor of Marketing, University of Illinois 


HE Law of Retail Gravitation 
[ was formulated in 1929 by 
Dr. William J. Reilly, then 
of the University of Texas, as fol- 
lows: “Two cities attract retail 
trade from any intermediate city or 
town in the vicinity of the breaking 
point, approximately in direct pro- 
portion to the populations of the 
two cities and in inverse propor- 
tion to the square of the distances 
from these two cities to the inter- 
mediate town.” By the breaking 
point is meant the line between the 
two towns from which the trade 
going to the two towns is equal. 
This does not mean that no trade 
crosses this line, but that the trade 
crossing in one direction is equal 
to that crossing in the opposite di- 
rection. The law is expressed by the 
following formula: 


ecGat?: 

Bp let Dz ; 

If Ba is the proportion of trade at- 
tracted by city A 

Bp is the proportion of trade attracted 
by city B 

Pa is the population of city A 

Pp is the population of city B 

D, is the distance from intermediate 
town to city A 


Dp is the distance from intermediate 
town to city B 


The use of this formula may be 


illustrated by taking as an example 
Gibson City, Illinois, an interme- 


diate town between Champaign-. 
Urbana and Bloomington-Normal. 
In 1940, the population of Cham} 
paign- -Urbana was 37,366 and that 
of Bloomington- Normal, 39,851. 
Gibson City is 31 miles from Cham- 
paign-Urbana and 34 miles from 
Bloomington-Normal. Using Cham- 
paign- Urbana as city A and 
Bloomington-Normal as city B, and 
substituting the mileages and popu- 
lation figures in the formula, we 


have 
Bs _ 37,366. x (# A) sare. 
Bp “39,851. 


If Champaign-Urbana draws 1.128 
times as much trade from Gib- 
son City as Bloomington-Normal 
does, the comparative percentages 


attracted are: Champaign-Urbana, 


1.128 : : J 
9 128° or 53 per cent; Bloomington 


Normal, xe, or 47 per cent. 


This law was formulated to apply 
to fashion (“specialty”) goods — 
that is, clothing, home furnishings, 
and furniture—but the principle 
can also be applied to some other 
types of goods. The distances are 
measured on improved highways, or 
on the highways actually used even 
though they are not paved. 

In several recent investigations of 
retail trade areas in Illinois, this 
formula has been found to be re- 
markably accurate in predicting the 


[aes] 


movement of fashion goods trade, 
i: by indicating how the trade leaving 
an intermediate town will be di- 
vided between two (or more) towns 
_ that attract trade from it. However, 
it gives no information as to how 
_ much trade leaves the town and how 
much is kept at home. A so-called 
“small” town may retain only 20 
per cent or as much as 80 per cent 
of its fashion goods business. 
__ The purpose of this article is to 
suggest a further application of the 
Law of Retail Gravitation that will 
give an indication of how much 
_ fashion goods trade a town is likely 
to keep and how much it will prob- 
ably lose. Before this is done, an- 
other formula based on the law is 
presented, which is used to deter- 
mine the limits of a town’s trade 
area: 
Distance from city B to breaking point 
Distance from A to B 


Population of A : 


se Population of B 
The application of this formula 
may be illustrated by determining 
the boundary (breaking point) be- 
tween the Champaign-Urbana and 
the Bloomington-Normal trade areas 
cn the highway through Gibson 
City. 
_ The distance from Bloomington 
to this breaking point is equal to 


31434 2 65 
‘ fn87 300, 1.2 Banco O38u: 
39,851 65 
= —— = 33.0 miles. 
1.97 


Thus the breaking point or bound- 
ary between the trade areas of 
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Champaign-Urbana and Blooming- 
ton-Normal is 33 miles from Bloom- 
ington, or just one mile from 
Gibson City. Accordingly, Gibson 
City is in the vicinity of the break- 
ing point. 

This second formula seems to be 
of considerably more practical value 
than the first in blocking out trade 
areas. Retailers need to determine 
the territory in which they should 
solicit business. Newspapers should 
consider in what areas their circu- 
lation should be promoted. Manu- 
facturers should investigate the 
trade areas of various towns in 
order to select the most suitable 
outlets or agencies for their prod- 
ucts. Businessmen should know the 
boundaries of their towns’ trade 
areas when planning developments 
of their stores, highways, parking 
facilities, and the like. 

Actual surveys show that some 
towns retain a much greater pro- 
portion of their fashion goods trade 
than others. The proportions re- 
tained depend on the size of the 
town, the size of the larger town or 
towns attracting trade from it, and 
the distances between them. Towns 
that are considerably larger than 
others in the surrounding territory 
lose relatively little trade, whereas 
towns closer to larger towns lose 
much of their trade to these larger 
centers. It would be very helpful if 
merchants in the towns concerned, 
as well as manufacturers and whole- 
salers that sell in the territory, 
could determine without actually 
making surveys approximately how 
much trade each town should secure. 

The merchants in a town may 
conduct a local survey to ascertain 
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the proportions of trade they retain 
and lose. But some basis of com- 
parison is needed, so that they can 
rate the results they obtain and 
discover whether they seem to be 
doing a good or a poor job of 
merchandising. 

The amount of trade retained and 
lost is known for several Illinois 
towns in which surveys have been 
conducted. Only two sets of factors 
are involved: the populations of the 
towns and the distances between 
them. The question is to determine 
the division of trade between the 
town under consideration and the 
other town or towns. which compete 
for the patronage of its residents. If 
it is known how residents of a 
number of towns divide their pa- 
tronage, can a formula be developed 
‘for the movement of trade in these 
towns? The residents of a small 
town may live from a few hundred 
feet up to two or three miles from 
the local stores that sell fashion 
goods. There is some inertia in- 
volved in starting a shopping trip, 
even to a near-by store. Can these 
relevant factors be combined, meas- 
ured, and represented a a definite 
figure? 

To obtain an answer, equations 
were set up for towns for which the 
movement of trade has been de- 
termined by surveys, with x equal 
to the distance factor (D» in Reilly’s 
Law). For towns large enough to 
have stores that sell furniture and 
various kinds of apparel (those of 
1,500 or more population) this factor 
is found to be about 4 miles in most 
cases. 

To illustrate the working of this 
formula, let us apply it to Taylor- 


ville, Illinois, with a population of 
8,313, which is 27 miles from. 
Springfield, with a population of 
75,503. 

Substituting in the formula: 


Ba safes) 
Bue, Pp 


we have ("| 


Ba 75,503 (= 


Bp °- 8,313 


= 9.0825 X .0219 = .199. 


If Springfield attracts .199 times 
as much as Taylorville of their 
combined shopping goods trade, 


then, according to the formula, 
199 


1.199’ 
tion Springfield should attract. The 
results of the survey carried on in 
Taylorville show that in 1939 local 
stores retained $827,000 of the 
fashion goods trade, and $183,000 
went to Springfield. Springfield 
stores therefore attracted 18 per 
cent of the dollar total, or one 
per cent more than the theoretical 
percentage predicted by the formula, 
which is based on average condi- 
tions. That is, Springfield did 
slightly better, and Taylorville 
slightly worse than the “average.” 

Decatur stores also attract trade 
from Taylorville. Decatur is 29 
miles from Taylorville, and has a 
population of 59,305. Substituting as 
before we have 


Bs __ 59,305 oe sy 
By 8.2130 29 
= 7.134 X .019 = .136. 


If Decatur attracts .136 as much 


or 17 per cent, is the propor- 
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a ani | tee 


Bide as Taylorville, the percent- 


age of trade going to Decatur is 


a or 12 per cent. According to 


the survey, Taylorville retained 
$827,000 of the fashion goods trade, 
and Decatur secured $73,000, or 8 
per cent. Decatur therefore secured 
4 per cent less than predicted by the 
formula. In competition with De- 
catur stores, Taylorville merchants 
did better than “average” by re- 
taining $35,000 of fashion goods 
business which the formula pre- 
dicted for Decatur. 

The formula thus gives the mer- 
chants of any town a method of 
measuring its merchandising results 
against average performance for 
other Illinois towns, using the dis- 
tance factor as 4 miles. 

When a small town is adjacent 
to two or more larger towns, the 
formula can be applied to all of 
them at the same time. Although the 
results are not quite the same as 
when it is applied to the towns 
separately, they may be somewhat 
more accurate, because one larger 
town may attract somewhat more, 
and another somewhat less, than 
predicted by the formula. Historical 
relations between the towns or buy- 
ing habits of the consumers may 
cause the results to vary. 

In applying the formula to two 
or more larger towns, the popula- 
tions must be added, the distances 
added, and the distance factor used 

must be the basic 4 miles multiplied 
by the number of larger trading 
centers involved. 

Thus if Taylorville is taken as 
the intermediate town, and Spring- 
field and Decatur as the two larger 


towns, the formula gives the follow- 
ing result: 
B. 2 134,808 a ) 
Bp 8, =~ $313". 56 
= 16.2165 X .0204 = .331. 


Then, Sat or 25 per cent, repre- 


sents the proportion of trade pre- 
dicted for Springfield and Decatur 
jointly. In fact, of the total fashion 
goods trade, $1,083,000, going to 
stores in the three towns, Spring- 
field and Decatur secured $256,000, 
or slightly less than 24 per cent, 
one per cent less than predicted. 
Thus, in competition with both 
larger cities, Taylorville merchants 
did slightly better than the “aver- 
age.” 

In this case the formula predicts, 
with substantial accuracy, how shop- 
ping goods trade will be divided 
among a smaller town and one or 
more larger adjacent trading cen- 
ters. But the residents of a town do 
not buy all their fashion goods at 
home or in near-by primary trad- 
ing centers. Some purchase from 
mail-order sellers. Some newcomers 
still buy from stores in towns where 
they formerly lived. Purchases are 
also made when consumers are on 
business or pleasure trips to more 
distant towns. Upper-income fami- 
lies make occasional shopping trips 
to larger cities. Taylorville families, 
for example, purchased more than 
7 per cent of their fashion goods 
from mail-order houses, from Chi- 
cago and St. Louis stores, and in a 
number of other towns. The formula 
thus applied to the 93 per cent of the 
business divided among Taylorville, 
Springfield, and Decatur. 
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For another small town, the ap- 
plication of the formula did not 
produce results corresponding so 
closely with the findings of a survey 
of consumer buying habits. 

Shelbyville, Illinois, is located 35 
miles from Decatur, and 25 miles 
from Mattoon, another primary 
trading center. The population of 
Mattoon is 15,287. 

Substituting the populations and 
distances for Shelbyville and De- 
catur in the ac we have 


Ba 59,305 x (= 


“Bo” 4,092 
= 14.4929 X .0131 = .19. 


If Decatur attracts .19 times as 
much trade as Shelbyville, the per- 


centage it draws would be “ or 


16 per cent. According to the sur- 
vey, Decatur secured $142,000 and 
Shelbyville retained $270,000 of the 
fashion goods trade. Thus Decatur 
attracted 34 per cent, or approxi- 
mately twice the proportion pre- 
dicted by the formula. In dollar 
estimates Decatur obtained $76,000 
more than predicted. 

In competition with Mattoon, the 
result of applying the formula is: 


Bz a 15,827 (= 2 
25 
= 3.8678 X .0256 = .099. 
Since Mattoon stores draw .099 


times as much trade as Shelbyville 
stores retain, the proportion of trade 


attracted by Mattoon is —==— 


per cent. The dollar volume of trade 
shown by the survey as going to 
Mattoon was $31,000, or 10 per 
cent of the combined fashion goods 


\ 


trade going to the two towns. Thus: 


the formula predictions for Mattoon. 
and Shelbyville agree closely with 
the survey findings. 


When the formula is applied to 


Shelbyville in competition with both 
larger trading centers, we have 


Ba 75,132 


Bp 4,092 


x (ae) a 


f 
= 18.3607 X .0178 = 327. 


If Decatur and Mattoon jointly 


attract .327 times as much trade as_ 


Shelbyville, as or 25 per cent, 


is the combined proportion predicted | 
for the two trading centers. In fact, 
they attracted $173,000, or 39 per 
cent of the combined fashion goods 
trade of the three towns, Shelby- 
ville retaining less than the formula 
would predict. Apparently, the dis- 
crepancy observed in the case of 
Decatur weights the combined result 
heavily. 

As compared with the 7 per cent 
of Taylorville consumers who pur- 
chased fashion goods elsewhere than 
in the towns to which the formula 
was applied, for Shelbyville families 
the proportion bought by mail, in 
Chicago and St. Louis stores, and in 
other towns was 21 per cent, three 
times the Taylorville percentage. 

The amount of this “transient” or 
occasional trade depends on the size 
of the town, its location with re- 
spect to larger cities and other 
small trading centers, as well as to 
neighboring primary trading cen- 
ters, and to the proportion of upper- 
income families in its population. 
It remains to be seen whether these 
factors can be introduced into the 
formula. 


